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Committee of

Sponsoring Organizations of the Treadway Commission
1211 Avenue of the Americas, 6th Floor, New York, NY 10036-8775 Telephone (212) 575-6656

June 24, 1991
To:

Richard M. Steinberg, Coopers & Lybrand
Howard Siers, Consultant
Project Advisory Council to COSO
P. Norman Roy, Financial Executives Institute
William G. Bishop, Institute of Internal Auditors
Louis Bisgay, National Association of Accountants

Gentlemen:
Attached is batch thirteen of comment letters containing fourteen
responses on the exposure draft, "Internal Control — Integrated
Approach.

Sincerely,

Thomas P. Kelley, CPA
Group Vice President
Professional
TPK:jmy
Enclosure

Robert L. May, Chairman
Representing the
American Institute of
Certified Public Accountants

Alvin A. Arens
Representing the
American Accounting Association

William G. Bishop
Representing The
Institute of Internal Auditors

Thomas M. O'Toole
Representing the
National Association of Accountants

P. Norman Roy
Representing the
Financial Executives Institute

Committee of Sponsoring Organizations of the Treadway Commission
1211 Avenue of the Americas
64th Floor
New York, N.Y. 10036-8775

Subject: Exposure Draft Comments on Internal Control - Integrated Framework.
The following comments comprise my response to the exposure draft on Internal Control.
OVERALL ASSESSMENT OF DRAFT
The design of the model used in developing and presenting "Integrated Guidance" is flawed in my
opinion. The following paragraphs present my views to support that opinion.

The document begins broadly enough with the reader being encouraged that the discussion about
control, from a macro, organization-wide perspective, will continue. The document soon
implodes, however, into a series of fragmented micro discussions throughout the document that all
to often refer to controlling external financial reporting and compliance.
The reader soon becomes lost in a series of discussions that jerk the individual from macro
thinking to micro-thinking, and vice versa. The lengthy and frequent discussions scattered
throughout the Report are often philosophical without any consistent focus, all of which
exacerbates the reader’s dilemma in applying the material to a practical use.

The Report fails to integrate the management function of controlling with the other 4 functions
of planning, organizing, staffing, and directing. Nor does it integrate, in any clear and
straightforward fashion, the thought processes followed by management in determining (what is to
a manager) an acceptable level of business risk.
Further, the Report ineffectively portrays the conceptual elements or components for controlling
an organization. A clear framework for controlling an organization is missing.

Finally, the Report fails to sufficiently integrate, (the primary purpose of the Study) the official
literature of the Institute of Internal Auditors (IIA), the General Accounting Office (GAO) and
other recognized bodies such as the Canadian Institute of Chartered Accountants (CICA). As a
result, the definition of control, the generally accepted objectives of control, the elements (or
components) of a control system, and other concepts of controlling an organization’s activities
published by these organizations are either rejected or inadequately and incompletely presented.

Instead of integrating concepts of control from the official literature of various recognized
organizations, the Report presents the parochial views (or agenda) of Coopers & Lybrand. In my
view, this adds up to a Report that needs to be repaired into a more recognizable,
understandable, and useful package of integrated concepts, especially those which are of use to
managers and directors of smaller to mid-sized organizations. The focus on external reporting, for
example, only provides the reader with a small piece of the total controlling process in an
organization and does little, if any, to provide "integrated guidance" to those managers and
directors of many organizations which are either not required to issue public financial statements
or are not-for-in-profit and government unregulated organizations.
The bottom line is the Report Draft needs major repair, beginning with massive surgery on its
length.
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* * * * *

The following specific comments expand on the summary comments presented on the preceding
page.
Comment 1.

Develop and Package A More Useful and Understandable Model For Integrating
Concepts of Control
In simple terms, the function of controlling seeks to achieve what management has
planned, organized, staffed, and directed. Any model that discusses the function of
controlling an organization should begin with briefly defining the role of each of
the five functions of management and how they all relate to each other to form an
integrated whole. Thus, the relationship of controlling can be (and should be)
inexorably connected to and integrated with the overall process of managing an
organization. In this fashion, one can then proceed to focus on the function of
controlling, while at the same time, retaining its identity as an integral part of
management.

It is unclear as to the model or structure used by C&L to develop their version of
integrated guidance on Internal Control. The first 33 pages, which represent the
Executive Briefing, contain:

• A Summary (Definition, Components, Management Reporting to
External Parties, and Self Assessment)
• Limitations of Internal Control
• Roles and Responsibilities
• Evaluations of Controls

A perusal of the first 33 pages reveals that control is largely presented as a
stand alone function which operates in a vacuum. There is no apparent
flow to the discussion that is logical and integral to the overall function of
managing an organization and no attempt to anchor the discussion of
controlling an organization to the overall function of managing an
organization. Consequently, I believe the text is of limited value (or use)
to managers of small to mid-sized organizations, including those which are
not-for-profit.
I believe the Report’s model should discuss the concepts of controlling so that
when the draft report is completed, an integrated picture of the concepts for
controlling an organization is revealed and integrated with the other four functions
of management. The following 6 major parts of the model (that I believe should
be developed and packaged in the Report) are presented in the sequence that
follows:

1.

The 5 functions of management. Each of the management functions
should be briefly defined and described, with a focus on the function of
controlling. This part of the model would form the basis of discussion for
the entire document.

2.

The components (or elements of controlling). The components should be
presented in a manner which tracks with (or parallels) the 5 functions of
management, while at the same time mirrors the thinking processes of
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management in identifying exposures and reducing them to an acceptable
level of business risk through an adequately designed and effectively
functioning number of control systems.

3.

The generally accepted objectives of controlling an organization. These
objectives should be broad yet specific enough to facilitate consistent
evaluation and measurement of the controlling process between and among
organizations and levels of management within organizations.

4.

The definition of controlling. The definition would incorporate the
concepts of "process", with "people acting individually and collectively to
achieve something", and the two overriding reasons for controlling an
organizations activities, i.e. (1) to reduce the broad array of exposures to
loss or failure facing an organization to an acceptable level of business risk
and (2) to achieve one or more of the generally accepted objectives of
controlling.

5.

The five or six inherent weaknesses in any controlling process. Any
controlling process has inherent weaknesses which reduce absolute
assurance to a level of reasonable assurance.

6.

The evaluation (and measurement) of the adequacy (design) and
effectiveness (functioning as designed) of the controlling process. Any
evaluation of control should first address whether the system has been
properly designed, followed by sufficient testing to determine whether the
system is functioning as intended.

This revamping of the model of controlling presented in the exposure draft would
be more a process of "re-packaging" the concepts presented in the exposure draft
than it would be a process of discarding many of the concepts and starting from
scratch. It’s a salvage and repackaging process than can be done relatively quickly
and inexpensively.
******

The following pages outline my specific comments about the contents of the draft and pertain to
the topics beginning with Comment #2 and ending with Comment #16. I have not included a
number of trivial and less important comments which would have added considerably to the bulk
of my response.

Comment 2.

Perform Major Surgery on the Length of the Report. The Executive Briefing,
comprising 47 pages, and the detailed Report, which includes the Executive
Briefing and all appendices, comprising some 343 pages, is much too long.

The Executive Briefing should be limited to 8-9 printed pages, while the detailed
report, excluding Appendices, should be limited to 50 pages or less. Incidentally, I
would drop the Appendices, stating they are available upon request.
I find when I am in the middle of reading the Report (even the Executive
Briefing), I have difficulty in determining where I’ve been, where I am, and where
I am going. I often have difficulty in maintaining a "train of thought" and
comprehending the material I’m reading as a part of an integrated whole. In my
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opinion, the report is simply too long and fragmented for most readers to
comprehend the "Integrated Guidance" we are trying to communicate. It simply
doesn’t hang together very well and the length only exacerbates that problem.
A more straight-forward, integrated and management-oriented discussion of the
subject is doable and should be tackled.
A suggested model of the contents has been presented in Comment 1. The
following broad outline of topics (and estimated length of each) is as follows:

An Introduction

2-3 pages

The 5 functions of management, their
relationship to one another, and the
integration of controlling into the overall
function of management.

2-3 pages

The basic concepts of controlling
(a listing and discussion of
10-12 such concepts)

8-12 pages

The components of controlling, which
parallel the 5 functions of management
and the exposure, control, and remaining
risk thinking process of management.

6-8 pages

The definition of controlling (which
incorporates explicitly and implicitly
many of the concepts listed in above)
and the five-generally accepted control
objectives

3-4 pages

The process for evaluating the adequacy
and effectiveness of the organization’s
controlling processes
Total

8-10 pages
29-40 pages

All the topics and discussion of each should be integral to one another and be
slanted toward the thinking and behavior of management in controlling and
otherwise managing an organization’s activities.

Comment 3.

Purge the Report of AICPA Buzz Words and the Overemphasis on External
Financial Reporting. There is a distinct flavor of public accounting writing in the
draft. Indeed, I would say there is an over emphasis on external financial
reporting. Also, there is the presence of AICPA - buzz words such as "reportable
conditions" material weaknesses, "control structure" and "management assertions".
Such emphasis does not represent the spirit and intent of providing integrated
guidance on internal control with/from a broad perspective; rather, it’s a unilateral
use of accounting-oriented language with a narrow focus on internal accounting
control as it relates to external financial reporting.
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The authors strive valiantly to strike a balance between describing (a) the process
of controlling an organization’s operations, and (b) external financial reporting, but
in my view, financial reporting continually seems to overshadow the larger and
broader issue. For example, nearly 25% of the Summary, Chapter 1, focuses on
"Management Reporting to External Parties" (pages 9, 10, and 11). Add to that
the frequent references to financial reporting throughout the text of the Executive
Briefing, the detailed report, and the separate chapter on public reporting, and you
have an overemphasis on Financial Reporting, the result of which is that the
subject of internal control, from a broad top-down business perspective, is either
obscured or presented in some fuzzy manner that is not easily understood.
I would also add that external financial reporting is emphasized to the point where
internal financial reporting is almost totally ignored.
Comment 4.

Redefine Internal Control. The definition of internal control is deficient for
several reasons.
First, it is too open-ended. The definition talks of the "achievement of specified
objectives". What are specified objectives? It is a definition the Mafia would
embrace, for "specified objectives" could be anything a management team wants
them to be, legal or illegal, self-serving or egalitarian, and so on.

Second, The generally accepted control objectives of the IIA’s official literature, as
well as those published by the GAO, have been ignored. Consequently, any
consistent focus, measurement, and accountability for controlling among and
between organizations, as well as operating units and management levels within
organizations, is lost. This, in my opinion, is not seeking integrated guidance!
The travesty of endorsing an open-ended definition is that the generally accepted
control objectives in the ILA and GAO literature actually provide a wide range of
discretion and latitude in establishing objectives. See generally accepted control
objectives #4 and #5 (below), for examples of what may be referred to as
"specified objectives" by the authors of the exposure draft.
The 5 generally accepted control objectives that I believe should be added to the
definition in the draft are as follows: (Please note, the five objectives are all
inclusive; they establish more precise management accountability and they apply to
all sizes and types of organizations, be they either for profit or not-for-profit,
including government)
1.

Resources are adequately protected. I have intentionally used the term
resources instead of assets. Assets have a connotation of those things of
value recorded on the general ledger. Resources have a far greater
connotation than assets, are of greater interest to management and
shareholders, and extend to people, product brand names like Coke and
Pepsi, and other valuable resources such as the letters IBM, BMW, and
AT&T; none of these recognized resources are recorded in ledgers as
assets, but are, nonetheless, worth billions and worth protecting.

2.

Significant data and information reported internally and externally are
accurate, reliable, and timely, (underscoring supplied)
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3.

People’s actions are in compliance with the organization’s policies, plans,
standards, and procedures and the laws and regulations of the land.

4.

Resources are acquired economically and used efficiently (or in the case of
not for profit organizations, cost-effectively).

5.

The organization’s objectives and goals are achieved. These could include
any number of objectives such as increases in sales, ROE, market share,
product profitability, productivity gains, compliance exceptions to EEOC,
issuing billing notices "X" days after shipment, and so on and so on.
Note: The "specified objectives" referred to in the proposed definition
would include these types of operating goals and objectives.

Third, the definition contains a list of nine components, which in my judgement,
only clutters up the meaning and the thrust of the basic definition. They add
nothing of value to the definition and confuse rather than clarify it.
As I view it, one doesn’t define a corporation by tacking onto the basic definition
the various subsidiaries, divisions, departments and other components comprising
the Corporation. By the same token, one doesn’t define internal control by
tacking onto the definition its various components. They stand alone, providing a
framework within which internal control is defined. The components should be
explained conceptually as (a) integral parts of the process for controlling an
organization, and (b) the process for evaluating the controlling function of
managing, rather than an integral part of the definition.

Fourth, the definition does not speak of (or address) another purpose of control,
which is to reduce the organization’s exposure to loss or failure to an acceptable
level of business risk. This is one of two basic reasons for controlling an
organization’s activities:
One - To achieve objectives, and
Two - To reduce exposures to loss or failure while achieving those
objectives.
Until the definition addresses both of these issues, it remains deficient in my view.
I offer the following definition which incorporates these issues:

Internal Control is a network of processes established throughout an
organization that involves people acting in a cost-effective manner to (1)
reduce the organization’s exposure to loss or failure to an acceptable level
of business risk and (2) provide reasonable assurance that the following
generally accepted central objectives are achieved:
1.

Significant financial, managerial, and operating information
reported internally and externally are accurate, reliable and timely,

2.

Employees’ actions are in compliance with the organization’s,
policies, plans, standards, and procedures, and the laws and
regulations of the land,
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3.

Resources are adequately protected,

4.

Resources are acquired economically and used efficiently (or cost
effectively), and

5.

The organization’s plans, goals and objectives are achieved.

Fifth and finally, the words "internal control is a process" seems grammatically
incorrect. Controlling is a process. Control is a result.
Comment 5.

Integrate Controlling into the Overall Function of Management. The discussion
about internal control, particularly the Summary, Chapter 1, does not mention, or
even imply, that controlling is (a) a function of management and (b) that for
controlling to be effective it has to be integrated in with the other four functions
of management: planning, organizing, staffing, and directing. A "quick and dirty"
definition of controlling (the management function of) is that it is:

"A unique management process that provides the board and management
with an increased likelihood that the organization will achieve generally
accepted control objectives in a manner consistent with what has been
planned, organized, staffed, and directed."
As stated earlier, the draft treats internal control (or controlling) as a stand-alone
activity, which functions in a vacuum. It is not a stand alone activity, but one that
is integral with the other four functions of management in managing an enterprise.

The concept that the process for controlling an organization must be integrated
with the overall management process (as well as the thinking process of
management) needs to be addressed early-on and then continuously woven into
the fabric of the discussion throughout the report.
Comment 6.

Incorporate into the Draft the thought Processes of Management in Reducing
Exposures to Loss or Failure to an Acceptable Level of Business Risk. The
contents of the report obscure the formal as well as instinctive mental processes
followed by management in dealing with "events". Moving hazardous waste is an
"event". A plant closing is an "event". Signing a joint venture agreement is an
"event" and so on and so on.

The thinking processes followed by management in controlling these sorts of
"events" is reflected in the following formula:

Exposures to loss (or failure)
XXX
Minus: The Controlling Process
YYY
Equals: Remaining Level of Business Risk ZZZ
The draft does not clearly bring out this formula (of management’s thinking) and
consequently the importance of the key variable, the controlling process, is not
emphasized.

I would suggest the draft include this thought process. In this regard, I offer some
key questions that management would ask in implementing their strategies and
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controlling "events". (Please note these questions follow the formula displayed
above)

First:

What exposures to loss or failure will we face if we
introduce this new product, implement this new venture or
make these major changes in the way we plan, organize, and
operate? What exposures does the organization face in
managing or copying with this "event(s)"? (See Comment
#7)

Second:

What controlling processes, (or controls), do we have to put
in place to reduce, minimize or mitigate the exposures to
loss or failure we have identified?

Third:

What business risks remain? Are they reasonable? Can we
live with then? Or, will those risks cripple or sink our
company?

As I will point out later, it is this same thinking process that should be incorporated into the
control evaluation process, beginning with the particular control objective that is trying to be
achieved.

*****
Comment 7.

The concepts of controlling the risks created by "events"needs to be expanded in
the report, again because it relates to how management thinks and acts.

To illustrate:
The usual focus of management in dealing with "events" is outward, necessitating
control of the exposures to loss or failure that are inherent in the changes caused
by those "events". A major part of management’s efforts, therefore, is focused on
"events" which often change people’s thinking and behavior.

Transactions, ledger balances, and financial reports, on the other hand, are focused
more inward and represent the collection of data and the historical recording and
reporting of "events". The recording and reporting of transactions are usually the
focus of accountants and external auditors. Transactions have little or no bearing
on the inherent potential gains, or losses, triggered by "events."

It is this distinction between controlling events (whose focus is outward, and where
the risks are higher), and controlling transactions (whose focus is inward, and
where the risks are lower), that set apart the thinking of management for
controlling an organization from that of external auditors for focusing on
controlling the organization’s financial reporting process.
The report should clearly make this distinction if it is going to be embraced by
management.
Comment 8.

Controlling is measured by the achievement of objectives, but is it evaluated by (a)
whether the process is adequately designed (and thus there is reasonable assurance
that control objectives will be achieved) and (b) whether it is effective, i.e. the
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process is functioning as it was designed. A control system is judged effective
because it has been found, through testing, observation, etc., to have achieved a
given set of control objectives)
The concepts adequately designed and functioning effectively are not brought out
in the exposure draft as integral to the evaluation process. And, again I submit,
the draft has to focus on how management thinks and acts in the real world of
designing and implementing the controlling process, i.e., to either reduce, minimize
or mitigate the exposures to loss or failure faced by their organizations while at the
same achieving one, two, or more of the generally accepted control objectives.
Comment 9.

There are too many components. The nine components overlap and in some cases
are redundant. I believe the nine components can be reduced significantly without
impairing the understanding, application, and evaluation of the controlling process
and repackaged into a more succinct and logical form, apart from the definition, in
a manner which undergirds and portrays the overall process of managing an
organization.
For example, I suggest four components as follows:

•

The first component combines the elements of integrity, ethical values, and
competence of personnel, control environment, and the openness of up,
down, and across communications. I choose to call this first of four
components the "Control Environment". This component serves as an
umbrella over the other components and yet is totally integrated into each
of the other three. And, it incorporates the management functions of
staffing and directing.

•

Setting objectives, risk assessment, and identifying and managing change
comprise the second component, which I’ll name "Business Planning". This
is the management process which applies the formula: Exposures to Loss
Minus Controlling equals the level of business risk. This component
establishes the need to control. And, it incorporates the management
functions of organizing and planning.

•

Information systems and control procedures, as well as an array of policies,
standards, budgets, charts of account, job descriptions, and so on and so
forth form the third component, which I’ll call the "Infrastructure of
Business Fundamentals". This component establishes the basis for peoples’
actions and pertains to the adequacy of the control system’s design. And, it
incorporates the management functions of planning, organizing, and
directing.

•

And finally, such activities as monitoring, checking, approving, reconciling,
analyzing, and comparing comprise the fourth component, which I’ll call
the "Process for Controlling". These actions of people comprise the actual
process, or processes for controlling operations. This component relates
directly to the achievement of objectives and consequently to the
effectiveness of the controlling process, and relates to the second half of
the evaluation process. And, it incorporates the management function of
controlling.

Commofsp

Page 9

The four components I’ve described form an integrated whole (which can be
portrayed as an icon of four parts) that not only comprises the five functions of
management, (and tracks with them) but which portrays the manner in which
management and employees:

(a)
(b)
(c)
(d)
(e)

address the need for control,
design and establish the framework of control,
execute the process of control,
evaluate the adequacy and effectiveness of the controlling process,
and
support and nurture the control process by their attitude and
behavior (the control environment)
*****

Comment 10: Thus far, the key point I’m trying to make with my comments #1 through #9 is
that the functions of management, the components of controlling, the basic
concepts of controlling, the objectives of controlling, and the definition of
controlling must all "hang together" to form an understandable and logical
integrated whole that tracks with how managers and directors think and act to run
their organizations.

In its present form, the exposure draft does not "hang together" in the manner I’ve
just described, and in my opinion, it is because the basic design of the controlling
model presented in the draft is flawed, beginning with the definition and
components of internal control.

Comment 11: The evaluation process, outlined on page 37, is incomplete and confusing. The
process outlined in the text comprises just three steps, which are:
1.
2.
3.

Understanding the Internal Control System.
Testing Internal Control, and
Analysis

This over-simplified three point process appears to be lifted right out of SAS55,
and while it may be understood by external auditors, it does little to aid managers
and directors of small to mid-sized organizations who often lack the expertise
and/or resources to perform control evaluations.
I suggest the following 8 step approach for evaluating the adequacy and
effectiveness of the process.

First:

The evaluators’ focus should begin with the control objective(s) to be
achieved. (After all, isn’t this the key thrust of control, (i.e. achieving
objectives) presented and stressed at the outset by the authors?

Second:

Separate the flow or life cycle of the service(s) products, functions or
system being evaluated into significant segments. (Manageable bitesized pieces)

Third:

Identify the exposures that could result in loss or failure, by segments
identified and control objective(s) to be achieved.

Commofsp

Page 10

Fourth:

Identify those control processes that management has put in place
(which focus on the design of the control process) to reduce those
exposures identified in third step, again by segment and control
objective, to an acceptable level of business risk, in a cost-effective
manner.

Fifth:

Apply judgement as to whether the remaining business risk (third step
minus fourth step) is acceptable, by control objective.

Sixth:

Determine whether the control process is adequately designed; identify
potential issues for management and/or the board to address.

Seventh:

Through testing, determine whether the control processes actually work
as they were designed to work. Validate any management issues
identified in Step #6 and develop (or flesh out) and report the issues
line management and/or the board need to address to establish an
adequately designed and an effective controlling process.

Eight:

Conclude whether the controlling process is adequate as designed and is
functioning effectively. Communicate to the Board the results of the
evaluation, together with significant control issues they needs to
address.

The "Action Plan" outlined on page 40 for management’s evaluation of control
systems needs work. It seems to me that the first step in such a Plan is the task of
establishing an "Auditable Universe" of the organization, prioritized as to
exposures to loss or failure, using (1) an agreed to structure of auditable "entities"
which comprise the "Universe", and (2) a set of criteria for prioritizing the
"entities" that have been identified as pieces of the "Universe". At that point the
other parts of the "Action Plan" can be slotted in some logical sequence.

Finally, Chapter 4, "Evaluation of Controls", should be rearranged. I believe the
"Action Plan" should be on the first page of the chapter, followed by the Scope of
Work, Objectives, Process, Reporting of Results and Recommendations, and
Follow-up. All the other material is superfluous.

It would be a good idea to include the statement that "in many organizations, the
group designated to plan, lead, and coordinate the evaluation process is Internal
Auditing".
Comment 12: Chapter 15 on Public Reporting should be dropped from the Report. First it, was
never contemplated in the scope of work and deliverables agreed upon at the
outset of the project.
Second, it detracts from the focus of the report, and overshadows the stated
objective of the Study, which was to provide integrated guidance on how an
organization controls its activities. In fact, the financial, (albeit public) reporting
discussion throughout the report, distills and/or dilutes the process for controlling
an organization (in the broad sense) to a small sliver or piece of that organization’s
activities.
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Third, I was under the impression from the beginning that the Report should deal
with all shapes and sizes of organizations, be they for profit and not for profit.
The subject of external financial reporting that is scattered throughout the text,
and coupled with Chapter 15, is simply not relevant for those many organizations
that are not required to issue external financial statements. The original focus and
intent of the project is being steadily eroded: To integrate concepts of internal
control in the broadest sense.
Comment 13: The report contains a great deal of rather nice sounding but abstract and nebulous
material. A great amount of the material will not be put to any practical use to
management, directors, or internal auditors, because it is simply overly academic,
almost test-bookish.
I encountered many paragraphs of which I seriously questions their value, meaning,
and usefulness. For example, the three paragraphs under the subheading of
"Analysis" on page 37 of the Executive Briefing. (Quote)

• Analysis. The evaluator must analyze the internal control system design
and the results of tests performed. The analysis should be conducted
against the backdrop of the criteria set forth in this report. It may for
example, include consideration of whether the entity has established
entity-wide objectives and related implementation strategies for their
achievement. It may focus on whether activity objectives, linked to the
entity-wide objectives, have been established and related risks and
potential impediments identified. It may weigh whether information
systems provide relevant information and control procedures to
adequately control the risks.
The analysis may also focus on the various factors that make up the
control environment, and consider their appropriateness. It may assess
the entity’s means of communicating and the relevance of the messages
transmitted throughout the organization and with external parties. It
may consider the extent to which mechanisms are in place to identify
internal and external changes and to monitor system on an ongoing
basis." (underscoring supplied)
When I finished reading this excerpt, which I do not feel has been taken out of
context, I did not really know what the analysis included (or should exclude). The
material, say the authors, "may" include this - or that - or whatever. In my
judgement, this sort of fuzzy thinking is not useful to management, or to any
reader or user of the Report. The wording literally leads the reader on what I call
"a wild goose chase".

Comment 14. The report over emphasizes the terms "responsibility" and "responsibilities" to the
almost total exclusion of the term "accountability". Ownership is vital in order to
measure accountability. And accountability is vital to measuring success or failure.
We have a noticeable lack of accountability in this country - in government as well
as business. It would be refreshing to see the concept of accountability used
frequently and meaningfully throughout the text, especially at it pertains to
measuring the achievement of control objectives and who is accountable for
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achieving them, including the Board of Directors, the CEO, and other members of
the organization.

The two words, "Responsibility" and "Accountability" have two completely different
meanings.
Comment 15. On page 5 of the Executive Briefing, from the top of the page to the caption
marked "People", the following key piece of the authors’ overall focus and
philosophy on control is presented:

Quote:

"An internal control system should provide reasonable assurance that certain
objectives - those relating to financial reporting and compliance with laws and
regulations - are being achieved. Those objectives are based on standards
imposed by parties external to the entity. Their achievement depends on how
activities within the entity’s control are performed. Operations objectives,
however, are based on management’s decisions, for example, a particular return on
investment, market share, or entry into new product lines. Their achievement is
not always within the entity’s control. For these objectives, the internal control
system can provide reasonable assurance that the objectives will be achieved only
to the extent that their achievement is within management’s control. Otherwise,
the internal control system can and should provide reasonable assurance that
management is aware of the extent to which the entity is moving toward
achievement of those objectives.
The distinction between categories can be significant where, for example,
management wants to focus on one particular area such as financial reporting
controls. Two related points are relevant:

•

In conducting its basic operations, an enterprise engages in many activities
which must be captured in financial reports. Controls over financial
reporting are not directed at achieving the operations and compliance
objectives, but their purpose is to ensure that activities related to those
objectives are properly reflected in the financial reports.

•

Controls may, by design or otherwise, address multiple objectives.
Accordingly, controls directed primarily at operations or compliance
objectives may also help to ensure reliable financial reporting, thereby
filling an apparent void in traditional financial reporting controls."

End of Quote
My comments are:
First:
The obvious focus of the authors is on the financial reporting objective,
a relatively minor activity in relation to all of the other decision-making
activities (or "events") occurring in all parts of the organization.
Second:

The distinction is made between activities imposed by outsiders, but
within the entity’s control and activities not always within the entity’s
control, but which are based on management decisions. This entire
quote is confusing to the reader because it implies that the "concept of
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reasonable assurance" applies to one set of conditions and objectives,
but not the other if management is not aware of the extent to which
objectives are being achieved. I believe this is wrong. The concept of
"Reasonable Assurance" applies to achieving any control objective; it’s
just that the inherent weaknesses in a system of control may be more
threatening to one part or facet of the business than another. And, if
this is so, and I believe it is, and a greater exposure exists in one part of
the business than another, then a more stringent process for controlling
the greater exposure should be established regardless of whether the
exposure comes from outside sources, or is are created by management
fiat or decision or whether or not management is aware of the extent to
which objectives are being achieved.
I believe the authors have merely added another dimension to the
equation that unnecessarily confuses the reader. And, I have a basic
question: To what use is this array of statements to managers and
directors, particularly if they are from small to mid-sized organizations?
As I stated earlier, the focus in the report is more on the recording and
reporting of transactions (things of lower risk) than those of "events".
(Where management’s focus in outward and where the risks are higher.)

The whole quotation extracted from page 5 (and shown above) should
either be dropped or completely revised. At the very least, it should be
clarified. Note: The whole report should be purged of this kind of
unnecessary and confusing writing. It may sound good and read real
nice, but its practical application is extremely limited.

Comment 16. Throughout my participation on this project, as a member of the Steering
Committee, I have reminded myself continuously that the material in our final
report must be clear, succinct, understandable, and useful to my audit staff, my
company’s management and audit committee, and to me, a practicing professional
internal auditor. For example, would the material in the Report, if applied, help
managers improve control over their activities?
Second, I have continuously reminded myself to determine whether the final report
is true to our original charge of truly integrating various control concepts into a
framework within which a common base of understanding is reached by the
participating organizations. For instance, does the Report present an integrated
set of concepts that addresses the management and governance of organizations,
be they for profit and not for profit?
My response to these question is as follows.
First -

I do not believe the report will be too useful to my company’s
management, board, and internal audit staff. The basis for the
conclusion is found in Comments #1 through #15.

Second - The material in the report represents a step backward for me,
personally. It does not offer any significant advance in my knowledge
about internal control. Furthermore, it does not offer any significant
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advance in the Institute of Internal Auditors’ knowledge about internal
control. Nor to my staff’s.

Third -

The material does not integrate various concepts about control, as the
project originally contemplated, and consequently our mission has not
be achieved. There are significant pieces of official literature on
control missing from this document. The concepts published on the
subject by the Institute of Internal Auditors, the GAO, and even the
Canadian Institute of Chartered Accountants are conspicuously absent.
In their place, we are subjected to the material and concepts that are
largely picked and chosen (to suit their level of understanding and
purpose) by a group of external auditors, whose background is chiefly
auditing external financial statements and assessing accounting controls.
By their own admission, the material is largely "their stuff".
Consequently, the material is biased by the experiences, knowledge and
scope of work of external auditors. I find this unacceptable from the
viewpoint of "Integrated Guidance on Internal Control" as it applies to
the top-down management process of controlling an organization’s
broad spectrum of activities.

I have publicly stated on several occasions that there are pockets of good concepts, philosophy,
and ideas in the document. These pockets of material could be very useful to bring the discussion
of integrated guidance in control up to a higher level than ever before. But this good, solid
material gets lost in the vast amount of non-essential verbiage that literally jerks the reader from
the macro to the micro, and vice versa, with an emphasis on the narrow focus on financial
reporting. The opportunity to travel the high road is therefore, lost.

To reiterate earlier statements, I believe the design of the control model in the Report (the
definition, components, concepts, objectives and evaluation process) is flawed. No amount of
supporting pockets of good, useful material can salvage a flawed design. A major rewrite is
required, but it is doable if the control model (or design) is changed. It’s all a matter of focus and
design. The content and flow of words will easily follow a solid design.

Sincerely,

Roger N. Carolus
Senior Vice President

NCNB Corporation
International Auditors Dept.
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GPU Service Corporation
100 Interpace Parkway
Parsippany, New Jersey 07054-1149
(201)263-6500
TELEX 136-482
Writer’s Direct Dial Number:

June 12, 1991

Robert L. May, Chairman
Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas
New York, NY 10036-8775
6th Floor
Dear Mr. May:

General Public Utilities (GPU) supports the Committee of Sponsoring Organizations in
its attempt to develop the needed guidance for internal controls. We believe the
proposals contained in the Exposure Draft (ED) on Internal Control - Integrated
Framework represent a necessary step in providing a common understanding of internal
controls and in assessing areas where internal controls may be improved.
Definition

We agree with the definition that internal controls is a process, executed by the entity,
to accomplish specified objectives and consists of interrelated components. In our
Statement of Management in the Annual Report, we describe GPU’s internal control
process as a system providing for appropriate division of responsibilities and written
policies and procedures that are communicated to the employees. Our specified objective
in maintaining a system of internal controls is to provide reasonable assurance as to the
integrity and reliability of the financial statements, protection of assets and the detection
of fraudulent financial reporting.
Components

We believe the nine components identified in the ED, working together, would lead to
an effective internal control system. The ED states that the levels of effectiveness at
which each of the nine components function will be different depending upon the type
of entity; however, the ED does not address when a level of effectiveness of the nine
components results in an internal control weakness. We recommend that the ED
develop guidance to determine whether a potentially significant internal control weakness
exists (such as, the lack of an audit committee and/or internal audit department with
no adequate compensating controls) and determine the necessary disclosure (in the
Statement of Management or elsewhere).

GPU Service Corporation is a subsidiary of General Public Utilities Corporation

Our review also indicated that certain questions referenced in the evaluation tools, such
as, the knowledge and experience of each board member and the board's concern for
integrity and ethical values would be difficult to assess and document by representatives
within the entity. We recommend that guidelines be established in determining the
appropriate party (e.g., external accountants and/or internal auditors) to conduct the
review for questions in which management’s assessment may need to be supplemented.
Evaluation

The evaluation process at GPU is similar to the process outlined in the study. At GPU,
management completes questionnaires on an annual basis as part of the evaluation
process. The questionnaires are used to assess whether or not various internal control
objectives are achieved and to document the various procedures in place that satisfy the
internal control objectives. This process is reviewed by GPU’s Chief Executive Officer
and Audit Committee. In addition, GPU’s internal audit function and independent
accountants assess GPU’s internal controls and report to both management and the Audit
Committee.
No substantive changes are necessary at GPU since our current
questionnaires take into account most aspects of the ED. We plan to use the ED to
supplement our present review.

Management Reporting To External Parties
We believe the guidance material presented is useful, however, the proposed guidelines
for preparing the Statement of Management are subject to interpretation by each entity
and may lead to inconsistencies in reporting. If the definition of internal controls is a
process to accomplish specified objectives, those specified objectives should be stated in
the Statement of Management along with specific recognition of management’s
responsibility for establishing and maintaining a system of internal control and for
evaluating its effectiveness. In addition, as previously noted the ED should have
guidelines for the disclosure of deficiencies.
We appreciate the opportunity to participate in this comment process. Please call me
if you have any questions at (201) 263-6289.
Sincerely,
Frank Dominguez
Assistant Comptroller
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FIRST CHICAGO
The First National Bank of Chicago

Mail Suite 0310
Chicago, Illinois 60670-0310
Telephone: (312) 407-8702

William J. Roberts
Senior Vice President & Controller

June 12, 1991

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas, 6th Floor
New York, New York 10036-8775
Gentlemen:

First Chicago Corporation is pleased to comment on the Committee’s
March 12, 1991 exposure draft entitled "Internal Control-Integrated
Framework." As a major financial institution, we provide a wide array of
complex financial and operating products to a client base that is diverse in
its composition. As a result, our business risks are challenging and diverse.
Cost-effective internal controls are essential in successfully managing those
risks in order to achieve our corporate goals.

We commend the Committee’s efforts in implementing the Treadway
Commission's recommendation calling for a common definition of internal
control and related criteria for assessing and improving those controls.
The study is a significant step forward in providing a framework for all
interested parties in better understanding and reporting on internal
controls.
In general, we believe that the study provides useful standards and criteria
for management to better understand, evaluate and strengthen its internal
control process. The definition of internal controls, including the nine
components that are identified as being essential to an effective control
system, is, on the whole, appropriate.

We also generally agree with the guidance provided on the content of a
management report on internal controls relating to published financial
statements. In particular, we support the study’s positions on:
o

point in time reporting;

o

inclusion of a management opinion on internal control effectiveness;
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o

using the concept of a "material weakness" as the criteria for
evaluating effectiveness;

o

excluding immaterial internal control deficiencies from reference in the
management report; and

o

allowing flexibility in the design of the management report.

Our comments on the study are summarized in the two sections below.
The first section addresses issues of significant concern and recommended
changes to the study; the second section covers other suggested
modifications.

Section I - Issues of Significant Concern and Recommended Changes
Our primary concerns center on: the study's guidance regarding
documentation and evaluation requirements for public reporting by
management on internal control; and the need for the study to support
such reporting. Our specific concerns are:
o

Link the guidelines and examples for documenting the internal control
system, evaluating the system and documenting the evaluation process
itself to cost-benefit trade-offs.

The study states that before management issues a public report on the
effectiveness of the internal control system, an evaluation of the system
should be performed and appropriate documentation be developed to
support management's opinion.
The study indicates that the nature of the documentation and
evaluation procedures will vary depending on the type of entity
involved, management judgement and other factors. However, the
study suggests the need for a significant amount of highly structured
analysis and documentation. For instance, 170 pages or one half of
the study is devoted to analysis and documentation examples.

FIRST CHICAGO

Continuing our letter of JUNE 12, 1991

The First National Bank of Chicago

3

Documentation related to a summary evaluation of the nine
components of internal control for a hypothetical company (which
includes a detailed assessment for only one major activity) represents
55 of those pages.

The Committee should consider whether the extensive examples
contained in the study suggest a level of evaluation and documentation
that may not be necessary or cost-effective. We recommend reducing
the volume of such data. We further recommend that the study clearly
state that the example analysis and documentation is only illustrative
and that the need for such information should be based upon
management's judgement as to its benefit vs. cost.
o

Link the frequency of the evaluation of the internal control process to
an assessment of risk levels.

Chapter 4 of the study provides limited and confusing guidance on the
desirable frequency for evaluating the nine components of internal
control. An annual evaluation of one of the components, "monitoring
controls," is suggested. The frequency for evaluating the other eight
control components is described in a number of ways - "periodically",
"regularly", and "from time to time."

We have two concerns regarding this guidance on frequency. First, the
terms used to express the suggested frequencies have various
meanings. Individual companies will interpret this guidance
differently, resulting in needlessly inconsistent practices among
reporting companies and potentially misleading management reporting.
Secondly, after the initial evaluation, the frequency of future
evaluations should be driven by management's assessment of the risks
inherent in its business, including the effect of business changes
resulting from internal and external factors. For example, a business
may need to be evaluated each year due to the significance of its
inherent risks, even though the basic nature of its operations has not
changed. Significant changes in strategies, method of operations or
political or economic factors will also drive the frequency of
evaluation. The internal control component of "Managing Change"
should provide management with the appropriate mechanisms to
promptly identify those changes and act on them.
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We recommend that the existing lack of clarity regarding the frequency
of evaluations be eliminated. The study should emphasize the need to
determine such frequency based upon an analysis of risks and the
effect of changes on the business.

o

Strengthen private sector support for management reporting.
The Treadway Commission recommended that public companies issue
a management report on internal controls. Although the Committee's
study is an outgrowth of that recommendation, the study takes no
position on this issue.

We recommend that the study support the issuance of a management
report on internal controls by public companies. The private sector
needs to continue to take a leadership position on this issue in order
to be responsive to the public, legislative and regulatory concerns
regarding financial statement accountability.
Although First Chicago supports management reporting on internal
controls, we do not support mandated internal control reporting by
independent auditors. Independent auditors already assess a
company's internal control structure and test selected controls in
connection with rendering an opinion on its financial statements. We
feel that the cost of expanding the role of independent auditors
regarding internal controls far exceeds any incremental benefit.

Section II - Other Suggested Modifications

o

Definition of Internal Controls - Chapter 1:

Consider adding the word "management" to the definition, i.e.,
"management" process. This added emphasis on management's
responsibility for the internal control process will further support
the concept that controls need to be "built in" and are essential to
achieving business objectives.
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Expand the term "achievement of specified objectives" to include
the establishment of those objectives. Incorporating both the
establishment and the achievement of objectives within the
definition is consistent with the proposed components of internal
control.
o

Roles and Responsibilities - Chapter 3:
Modify the roles and responsibilities of unit senior managers and
financial officers to acknowledge their varying functions among
different companies. The study describes the internal control
responsibility of unit senior managers as being one of "oversight."
In many companies, those managers have a "functional
management" responsibility. Similarly, the "usual" financial officer
organization is described as being centralized, which is not the
case in many companies.

Expand the discussion on the relationship of external parties to
internal controls to include rating agencies and investors,
particularly significant institutional investors like pension funds.
Both of these type of entities can and do exercise influence over a
company's objectives and controls.
o

Evaluation of the Controls Process - Chapter 4:
Modify the approach described for evaluating the internal control
process to first require an assessment of business risk. Although
this step may be an "inferred requirement" based upon a reading
of the study as a whole, it is critical to the evaluation process and
should be explicitly addressed in this chapter.

Revise the guidance on page 40 regarding an "action plan" for
internal control evaluation to include the possibility of having a
company's internal auditors conduct the evaluation. The current
guidance implies that functions other than internal audit would
usually conduct the evaluation.

FIRST CHICAGO

Continuing our letter of

JUNE 12,1991

The First National Bank of Chicago

Sheet no.

o

6

Risk Assessment - Chapter 9:
Expand the types of risks discussed in this chapter to include the
risks encountered by financial institutions, e.g., credit, interest rate,
liquidity and market risks. Additionally, the cursory comments
regarding the need to consider the benefits vs. costs of risk
controls should be expanded to address the issues, techniques and
limitations in assessing those trade-offs.

o

Monitoring - Chapter 14:

Limit the monitoring component to ongoing monitoring activities
that occur in the ordinary course of operations. These activities
should be built into the internal control system and identify
problems promptly through ongoing monitoring routines. The
separate reviews by senior management, internal and external
auditors, regulators and others would then be embraced by the
evaluation phase described in Chapter 4. As described in the
study, the relationship between '’monitoring” and "evaluation" is
confusing and may cause costly overlap in practice. Some of the
monitoring activities described in Chapter 14 appear to be
evaluation activities as described in Chapter 4.

o

Initial Implementation:
Provide companies with transitional guidance for issuing a public
management report on internal controls initially under this study.
Assuming the final study is issued in late 1991, many companies
will need at least to the end of calendar year 1992 to assess and
apply its guidance for the first time. This study may become part
of legislated requirements for public management reporting.
Including the 1992 implementation date in this study may help to
ensure that the effective date of any legislation provides sufficient
time for proper initial application.

o

Ongoing Guidance:
Consider the need for the Committee to assume a leadership role
by extending its life beyond the issuance of this study. As users of
the study gain experience with its concepts and recommendations,
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implementation issues will arise. The Committee could provide
ongoing guidance on implementation issues and/or act as a
communication vehicle on the types of issues encountered by
different entities and their resolution. Additionally, the
Committee could also be the private sector focal point for
overseeing and evaluating legislative proposals regarding internal
controls. The Committee's sponsoring organizations should
provide appropriate funding for this ongoing effort.

We would be pleased to discuss our comments with you or answer any
questions you may have.
Sincerely,

William J. Roberts

SuperValu Stores, Inc.
Corporate Offices
P.O. Box 990
Minneapolis, MN 55440
Telephone 612/828-4000

June 13, 1991

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas, 6th Floor
New York, NY 10036-8775
Dear Sirs:
In response to your request for comments relative to the Internal
Control - Integrated Framework Exposure Draft, the following
comments are submitted.
These comments specifically address
Definition, Components, Evaluation, and Management Reporting to
External Parties as requested.

Definition
The definition provided seems appropriate,
It is brief, yet
provides for the broad nature of internal control.

Components
The components identified are comprehensive.
However, the
possible addition of one more component , "Accountability”, is
suggested.
Accountability assigns responsibility to an
individual, department, location, etc. for various activities.
Such activities can range from expense management to failure in
the systems of internal control for their areas of assigned
responsibility. Lack of Accountability can result in the failure
to perform needed control activities, as well as, the inability
to affect change when internal control shortcomings are
identified.

In reviewing the component identified as "Control Environment" it
is possible that Accountability can be considered addressed in
this component.
However, given its importance it may be
appropriate to address separately.

The nation’s leading food wholesaler - dedicated to serving customers more effectively than anyone else could serve them.

Internal Control Response
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Page Two
Evaluation

The tools presented for evaluation are comprehensive and provide
great supplemental benefit.
In most cases a combination of the
ideas presented are probably used by most companies.
The
difference between ongoing and separate evaluations is of
particular importance.
Recognizing the need for ongoing
evaluations, understanding our ongoing activities will continue
to be a priority.
Management Reporting to External Parties

Guidance in this area is beneficial, particularly with regard to
providing a "measuring stick".
This will prove beneficial to
external parties when reading such reports, in their quest to
interpret their meanings.

Sincerely,

David Bodiford
Director, Internal Audit
Super Valu Stores, Inc.

CC: David Boehnen

Tenneco Inc

Tenneco Building
P.O. Box 2511
Houston, Texas 77252-2511
(713)757-2131

June 13, 1991

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas
6th Floor
New York, New York 10036-8775

Gentlemen:
Tenneco appreciates the opportunity to provide its comments on the "Internal
Control - Integrated Framework" exposure draft dated March 12, 1991.

We support your efforts and feel that you have been successful in meeting
the overall objectives of the Committee to provide a broad, generally
accepted definition of internal control and criteria by which all entities
may assess their systems of internal control.
We strongly agree that
internal controls are critical to a Company to reasonably ensure that the
goals and objectives are being effectively and efficiently met. We would
further agree that internal control is a process that is effected by people
and can only provide reasonable assurance that the objectives of the Company
are being satisfied.
The inherent limitations and the cost-benefit
relationship of internal control are clearly discussed in the Draft and do
impact the implementation of internal control which is everybody's

responsibility.
This work is a significant step forward in setting forth an authoritative
definition to be implemented by business, educators and those responsible
for the assessment of internal controls.
It will be a valuable tool by
which an organization may evaluate itself on a consistent basis as to what
makes up an appropriate system of internal control.
We agree there is synergy and linkage among the nine components forming the
integrated framework that respond dynamically to changing conditions of an
organization.
We believe that internal control is subject to constant
change and requires continuous, ongoing monitoring throughout the
organization.

We particularly support the Committee's comparison of internal control to
Quality. "Doing it right the first time" requires the integration of all
nine criteria forming an integral part of the fabric of the Company allowing
it to successfully compete within industry and maintain financial strength
and positive public image, while maintaining overall quality of products,
services and people.

Tenneco Inc

Committee of Sponsoring Organizations
of the Treadway Commission
Page 2
June 13, 1991

We also agree that it is through your efforts and this vehicle which we, the
private-sector, can most influence or impact Congress and the public at
large that business, industry and the accounting profession are prepared to
establish a comprehensive framework for internal control.

We believe the final report should take a position in favor of management
reporting on internal controls over financial reporting, but should not
prescribe a format — general guidance only is appropriate.
We are also concerned that inclusion of the evaluation tools in Appendix C
as a part of the final report runs the risk of them becoming "standards"
under legislation or regulation.
Publishing these illustrative evaluation
tools separate from the final report would, in our opinion, minimize that
exposure.
You will find enclosed an attachment (Exhibit I) covering the specific
matters for comment that were requested for consideration in your cover
letter to the Exposure Draft.
In addition, the issues for consideration
raised by the Financial Executives Institute in their request for comments
have also been enclosed (Exhibit II).

Again, thank you for this opportunity to respond, and we would be pleased to
answer any further questions the Committee may have about Tenneco and our
views on this exposure draft.

Sincerely,

E.J. Milan
Vice President
and Controller

c:

R.T. Blakely

Exhibit I

Committee of Sponsoring Organizations
of the Treadway Commission
Comments on "Internal Control — Integrated Framework" Exposure Draft

Definition (Chapters 1 and 5):

Internal Control is defined as a process, executed by the entity's people,
to accomplish specified objectives. Do you agree with the definition? If

not, why not?

We do agree with the definition; however,

it seems to stop short of stating
that internal control is only for the achievement of specific objectives of
the organization.
Is it to be implied that the safeguarding of assets and
the economical and efficient use of resources is pervasively covered by the
Committee's definition or should these objectives of internal controls be
recognized? It could be stated that these items are in fact covered in your
discussion of objectives and control procedures.

Components (Chapters 1 and 5 through 14):

The report identifies nine components essential
control. Are there others that should be added?

to effective

internal

Should any be deleted?

We believe that you have well communicated a broad concept of criteria
incorporating a framework for internal controls.
As with all theoretical
concepts, it must be flexible enough to be applied to a number of
industry/entity situations.
Your components do integrate and do have
synergy in their presentation. Adding more components would not add to an
individual's greater understanding of the pervasiveness of internal control
nor its implications to the entire organization.
The elements of internal control utilized by Tenneco, although different in
name, have very similar meanings: Organizational, Personnel, Segregation
Function (reducing the risks), Authorization, Controls Over Financial/
Operational Systems, Safeguarding of Assets (Custodial and Accountability
Controls) and Management.
We also apply a Risk-Based Methodology that
incorporates an integrated information systems approach to evaluating
internal controls — our full-function concept.
Your definition does a very good job of linking the importance of Managing
Change (our general risks analysis approach) and Monitoring the ongoing,
dynamic internal controls throughout the organization. Additionally, your
emphasis of self-assessment is critical and gives appropriate emphasis to
training (educating) everyone about internal control and their

responsibilities.
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Regarding the point of deleting any of the components, we would strongly
encourage you not to do so.
Information systems do pervade the organization
and when internal controls are discussed it simply means to understand the
control environment through the information systems which support or impact
the internal controls being assessed; however, it is felt your emphasis of
the area is important to ensure the understanding and appropriate emphasis
by all parties responsible for internal control. This area alone has been a
very gray and, at best, poorly understood component of internal control.

Evaluation (Chapters 4, 6 through 14 and Appendix C):

Many methods and techniques can be used in evaluating internal control.
This report discusses evaluation, and presents evaluation tools intended to
be useful in assessing internal control systems.
We would like you to
compare and contrast the evaluation process followed by your organization
with the guidance specified in the study and then provide comments on the
usefulness and adequacy of the approach recommended in this report. Would

you use the tools as either a substitute or a supplement in evaluating
internal control in your organization? Please explain.
The materials as presented would be best utilized as a supplement to the
existing evaluation process utilized by Tenneco. It must be emphasized, as
the draft does, that the evaluation tools in Appendix C are illustrative
only. Perhaps the danger of these evaluation tools being incorporated into
legislation or regulations as "standards" could be minimized by publishing
them separate from the final report.

Beginning in 1988, we initiated a program to revise our internal audit
methodology.
Following a great deal of research, we adopted Arthur
Andersen's Methodology — Transaction Flow Analysis (TFA) — which allows
for increased effectiveness in the planning, risk assessment and testing
audit phases.
We felt that the concepts of TFA could be applied broadly
throughout our internal audit practice and that this approach would enable
the internal auditor to best understand, review, document and evaluate the
internal control environment; determine the appropriate tests and procedures
to be performed; and focus on the most effective utilization of internal
audit manpower resources.

TFA effectively provides documentation of the link between internal
controls, audit scope and the audit work to be performed.
Its steps are
based on:

2

Exhibit I

Comments on "Internal Control — Integrated Framework" Exposure Draft

— obtaining a solid understanding of the business entity (auditable
areas),

— breaking down the business entity into a number of cycles and
functions,
— identifying broad internal control objectives for these cycles and
functions,

— identifying internal control techniques
effectiveness of internal controls, and

and

evaluating

— identifying general and specific risks, through reviews
procedures and controls, to help establish the audit scope.

the

of

Therefore, you can see the great similarity of linkage of objectives, risk
identification, information systems and control procedures which your
exposure draft emphasizes.

Your definition and components could be easily integrated to our approach
and be a basis for "Marketing Internal Controls" throughout our
organization.
Management Reporting to External Parties (Chapter 15):
A number of private, legislative and regulatory proposals have been put
forth regarding management reporting on internal control as it pertains to
financial reporting.
This chapter provides guidance on the subject, and
presents an illustrative management report.
Do you believe the guidance

material is helpful for companies publishing management reports on internal
control? Please explain.
We believe the guidance presented is beneficial to the Company which decides
to issue a report by management on internal control over preparation of
financial statements.
It would be appropriate for this document to take a
definite position on the merits of public reporting on such controls.

Public reporting on internal control is a major public issue.
Many
legislators and regulators have a perception that such reporting is
necessary to address problems such as the S&L crisis and business failures.
Public reporting needs to be addressed head-on. The Framework should
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provide guidance on how to best communicate the status and findings to the
investing public, but need not include an illustrative report.
Inclusion of
an illustrative report runs the risk of it becoming the "standard" or
required report.
Management has the obligation to state publicly its responsibility for the
financial statements and the systems of internal control that assure the
integrity of those statements.
We support management reporting, but
strongly oppose requirements for new audit and reporting responsibilities by
the independent auditors.
Reference by management to their independent
auditors' review of internal control on a standard audit engagement also may
be misinterpreted by the investing public.
Such response on internal
control is limited to financial reporting and is not intended to be
extensive enough for the independent auditors to evaluate the entire
internal control system.
We feel the attached comfort to the financial
statements is not warranted and cannot be achieved without audit firms being
compelled to expand the scope of their internal control review.
Accordingly, the cost-benefit test for many organizations cannot be
satisfactorily met.
In our view, costs may increase modestly for large
companies, such as Tenneco; however, costs will rise significantly for all
other organizations.
Such costs do not support the incremental benefits
resulting from the linkage required of the independent auditors.
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Comments
Definition:

1.

Should the
management
should the
control to

definition of internal control be broad enough to cover the
control process, as currently reflected in the report, or
definition be narrowed to limit the concept of internal
controls over the accounting or financial reporting?

The definition of internal control should consider the management
control process for all the reasons explained throughout the first two
components (Integrity, Ethical Values and Competence and Control
Environment).
If the Committee narrows the definition to only
financial reporting and compliance, we will again be developing
concepts for internal control that satisfy our professional
responsibilities with respect to the financial statements and not
defining internal control with respect to its breadth (financial,
operational and compliance) to our entire organizations.

2.

A number of respondents have expressed concern that the definition is
silent with regard to compliance with applicable laws, regulations and
ethical standards.
Others believe that the definition should be
silent.

With the discussion of fundamental concepts and components of internal
control (Objectives and Monitoring), the importance of compliance with
applicable laws, regulations, Company policies and procedures, etc.,
does in fact get presented clearly as a key element of internal
control. Omitting them from the definition is not considered an issue.
Components:

1.

Are the nine components detailed in the report the appropriate way to
view internal controls?
These components are acceptable and appropriate criteria for internal
control.
See the discussion in Exhibit I, "Components" section, for
further discussion of this topic.

2.

Some people believe that significant components are missing.
additional components, if any, should be added?

1
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We do not feel that there are any key, critical points missing from the
definition or framework of components. This is a broad and acceptable
framework.
It is true that we have utilized a different set of
components or elements in our assessment of the systems of internal
control throughout Tenneco; however, the Committee's framework, as
presented, can be easily integrated into our practice for evaluating
internal control.
Exhibit I discussed our elements presently being
applied which again can be easily correlated.
The key audit factors in Tenneco's internal audit reporting are:
control objectives, control consciousness, quality of internal
controls, compliance with policies and procedures, quality of audit
trail, previous audit findings and accuracy of information. As you can
see, each of these areas can be easily referenced to the definition and
components which the Framework has provided.
3.

Some suggest that competence, skills, education, and training are as
important to internal controls as are integrity and ethical values;
should these items be listed as a separate component? Or treated with
"Integrity and Ethical Values" as a part of a discussion as a
"condition precedent" to the effective operation of any internal
control system?
These items should not be listed separately.
They are adequately
discussed in the integrity, ethical values and competence areas of this
document. A broad definition that is flexible and can be applied to a
number of varying organizational situations is one of the Committee's
key objectives.
Personnel and commensurate levels of skill are broad
and vary greatly throughout an organization. The discussion of human
resource management issues is appropriately covered by the existing
document.

4.

Suggestions have been made that the number of components could be
reduced to four or five since some of the nine components are subsets
of one or more of the other components, (e.g., information systems cut
across most of the other components and should be eliminated as a
separate component). Proponents of the nine components believe that it
is necessary to include all nine so that adequate attention is given to
each component. What are your views on this matter?
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It is our view that the nine components as presented are more
appropriate for the reasons explained — proper attention. The right
amount of attention is given to the defined components.
not be reduced.

They should

We suppose that it could be argued that the Committee's Foundation
Components (Integrity, Ethical Values and Competence and Control Envi
ronment) and Control Procedures could be defined as the primary
components with Objectives, Risk Assessment, Information Systems,
Managing Change, Communications and Monitoring being viewed as perva
sive to the above components; however, with this definition, you would
again miss the synergy and dynamics which have been so clearly defined.
5.

Will the framework of components and related evaluation questions and
tools be useful to entities in developing their self-assessment? On
the other hand, could these same components provide the basis for
unwarranted regulations?

We believe the evaluation tools presented will be helpful when
establishing an assessment program.
These tools can be easily
incorporated into the existing practices of Tenneco. The questions at
the end of each Chapter may be used in their current format,
effectively as is, or they may be supplemental due to their breadth to
be incorporated into specific areas of control interest.
Companies
will benefit by measuring themselves against the Framework and
educating their organizations — "Internal Controls are Good Business."

We would tend to utilize this information as supplemental to our
existing practices.
Their broad and general nature creates valuable
attributes which make them useful throughout our diversified
organization. The Framework ensures that the right attributes of an
effective system of internal control are identified and spelled out.

We believe the possibility of unwarranted regulations could be
minimized by publishing the evaluation tools in Appendix C separate
from the final report.

3
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Reporting to External Parties:
1.

The report dedicates a separate section to management reporting to
external parties. Some believe that this places too much emphasis on
public reporting, and should be reduced to a minimal presentation as
subsections of other chapters.
Others believe that the subject of
management reporting to external parties is of sufficient importance to
warrant presentation in a separate chapter.
What are your views on
this matter?

See the last section of Exhibit I. The Framework does not give enough
attention to resolving a position concerning management's report on
internal controls.
This topic is critical and must be addressed
head-on. A separate presentation of this topic is most appropriate;
however, this area will require additional attention in order to gain a
consensus of the constituencies represented. Assuming this could be
accomplished, the marketing of this document as the one authoritative
source establishing clear parameters for internal control and allowing
for strengthened financial statement integrity might be more easily
accomplished.

General:

1.

Presentation, acceptance, understanding and endorsement of the report
is critical to success of this project. Do you believe that the report
content, in its present form, will accomplish the stated objectives,
namely: 1) to help management of businesses and other entities better
control their organizational activities, and 2) integrate various
internal control concepts into a framework in which a common definition
is established and control components and their relationships are
identified and described?
If you do not believe the report in its
present form will accomplish these objectives, what changes would be
necessary to accomplish these objectives?

We believe the document is a valuable tool that can accomplish the
stated objectives.
A clear, generally accepted set of criteria or
guidelines will be required to benchmark or measure internal control
assessment.
We would not be supportive of changes to this document
other than in the area of management reporting and the possibility of

4

Exhibit II

FEI Issues on "Internal Control — Integrated Framework" Exposure Draft
Comments

publishing Appendix C separate from the main report as discussed above.
There is considerable repetition of material from chapter to chapter
making the report quite long. We would be supportive of shortening the
report.
In particular, the executive briefing would be much more
useful if it focused on key concepts in fifteen pages or less (versus
the present forty-four page version).
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June 13, 1991

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas
6th Floor
New York, New York 10036-8775
Dear Committee:

The Association of Healthcare Internal Auditors (AHIA) and the
Healthcare Financial Management Association (HFMA) appreciate
the opportunity to comment on the exposure draft of "Internal
Control-Integrated Framework." (The exposure draft is
referred to in this letter as the Treadway proposal.) AHIA
and HFMA are personal membership professional societies. AHIA
has almost 1,000 members and HFMA over 28,000. These
individuals are involved in the internal auditing and
financial management of institutional healthcare providers.
These members include individuals specifically responsible for
internal auditing and individuals responsible for the design
and fulfillment of internal controls. Groups of members from
each association with specific involvement in internal control
and internal auditing reviewed the Treadway proposal and
assisted in preparing these views.
We commend the COSO for preparing the Treadway proposal and
find the conclusions comprehensive and understandable. We
believe the report provides a helpful framework for
emphasizing sound internal control practices and enhancing the
role and function of internal auditing.

While we applaud the proposal, we have some finetuning
suggestions:
1.

The proposal is very long and detailed. While an
executive briefing is included, a more succinct overview
will be helpful to some readers. It is especially
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important for people who are not directly involved to
have some exposure to the concepts in the proposal and we
fear the length of the executive briefing will fail to
meet the needs of these readers. One HFMA reviewer noted
that there are "too many cross-currents flowing
throughout the draft," making it difficult to understand
and limiting the overall usefulness of the document.

2.

The recommendations must be broadly applicable to all
types of organizations. This broad applicability will be
demonstrated if some of the examples involve
organizations outside the narrow spectrum of
manufacturing and sales. Healthcare organizations are
among the broad array of organizations that should be
mentioned. It should also be clear that the validity of
the specific recommendations have been tested in a broad
array of organizations, including healthcare.

3.

The role of internal auditors in assessing internal
control practices should be consistently acknowledged.
This role is specifically recognized on pages 26 and 27
but omitted in Chapter 11. (See appendix for a further
discussion of this issue.)

4.

Chapter 11 on Control Procedures is heavily focused on
data processing controls. While these controls become
more essential with the continued development of
automated systems, it is important not to lose sight of
the manual controls which will always be essential for
any control environment (restrictive endorsement of
checks, bank reconciliations, and so on).

A large proportion of institutional healthcare providers are
tax-exempt organizations, including organizations affiliated
with communities, churches, and governments. We believe the
internal control and auditing practices of the investor-owned
segment of the industry are better developed and consistent
with the practices of any organization subject to review by
the Securities and Exchange Commission. We are concerned,
however, that the tax-exempt segment of the industry
(including government-owned providers) is not influenced by
the Securities and Exchange Commission, is less attentive to
the provisions of the Internal Revenue Code and the Foreign
Corrupt Practices Act, and needs a new focus on internal
control and auditing, which the Treadway proposal provides.

The Treadway proposal is very supportive of our long-standing
emphasis on and involvement in internal control and internal
auditing. It will be helpful in stimulating broader
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recognition in the healthcare industry of the assistance our
Associations provide. Our support efforts related to internal
control and internal auditing include:
1.

emphasizing the importance of internal control and
internal auditing in the healthcare industry;

2.

preparing guidelines for industry-specific internal
control practices;

3.

offering specific educational programs relating to
internal control, with attention given to both theory and
practice;

4.

regularly publishing articles and other materials about
internal control and internal auditing;

5.

examining knowledge of internal control and internal
auditing as part of our professional certification
examinations and featuring these issues in coaching
programs for those exams; and

6.

surveying internal control and internal auditing
practices in the healthcare industry.

Again, AHIA and HFMA appreciate the special attention to
internal control and internal auditing which the Treadway
proposal fosters. We will be pleased to assist with the
further development of these guidelines.

Robert McMillian, CPA, CFE
President
Association of Healthcare
Internal Auditors

RM/RLC/ds
A:1.357 14a

Wendy W. Herr
Vice-President
Healthcare Financial
Management Association

June 12, 1991
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APPENDIX
Consistent recognition of the role of internal auditing is needed.
On pages 26 and 27 of the exposure draft, the role of internal
auditors is discussed. The following are quotes from that chapter:

’’Internal auditors directly examine the adequacy and
effectiveness of internal control components and recommend
improvements in such controls.”
"Standards established by the Institute of Internal Auditors
specify the scope of internal auditing as including evaluation
of the adequacy and effectiveness of the organization’s
internal control system and the quality of performance in
carrying out assigned responsibilities.”
”It should be recognized that the internal audit function does
not — as some people believe — have primary responsibility
for establishing or maintaining the internal control system.
That, as noted, is management’s responsibility. But internal
auditors evaluate the effectiveness of control systems and
thus contribute to ongoing effectiveness.”

In contrast, Chapter 11, entitled Control Procedures, becomes much
less specific about the role of internal audit. Rather than
continuing with the theme outlined in Chapter 3, the draft refers
to the ’’evaluator” of internal control. The following are quotes
from page 120:

’’The risks and opportunities for actions related to achieving
each objective should have been identified. Here, too, if not
available in writing, the evaluator should discuss with
activity executives their knowledge of risks and the extent to
which they’ve been evaluated.”
"...Certain control procedures typically are described in
policy directives, but others are not. It’s necessary to
determine what control mechanisms are in place, through
discussions with managers and other personnel who perform them
or who use the results of such procedures. The evaluator
should observe certain controls, review their outputs, and
consider whether they are in fact working.”

Given the Treadway Commission’s strong support of internal
auditing, use of general terms in the chapter on Control Procedures
is undesirable. The report should maintain its strong support of
internal audit throughout the document.

a:1.357/14a

USX Corporation
600 Grant Street
Pittsburgh, PA 15219-4776
412 433 1139

Rex D. Cooley
Senior Vice President
& Comptroller

June 13, 1991

The Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas
6th Floor
New York, New York 10036-8775
Gentlemen:
Re:
Comments to Exposure Draft on
Internal Control - Integrated Framework

We appreciate the opportunity to submit comments on the
subject exposure draft, which we believe is a comprehensive
and well-reasoned response to the Treadway Commission's
recommendation that its sponsoring organizations work together
to develop additional integrated guidance on internal control.
We fully support this private sector initiative to improving
internal controls and commend The Committee of Sponsoring
Organizations for this fine effort.

Sincerely,

R
d
e.x Cooley

Marathon Oil Company
USS
U.S. Diversified Group
Texas Oil & Gas Corp.

Rockwell International Corporation
Corporate Office
625 Liberty Avenue
Pittsburgh, Pennsylvania 15222-3123

June 13, 1991

Committee of Sponsoring
Organizations of the Treadway Commission
1211 Avenue of the Americas
6th Floor
New York, NY 10036-8775

Gentlemen:
We are pleased to respond to your invitation to comment on the Internal
Control-Integrated Framework exposure draft (ED). In considering our
comments, please recognize they are made from the perspective of the
management team of a "Fortune 50 Company" that has long maintained the type of
controls and level of surveillance over their effective performance
contemplated by the ED as a matter of fundamental operating policy.
Comments on Issues for Consideration

Definition:
We believe the concept of internal control should cover the management control
process over all functions within a business. To limit its definition to
controls over the financial accounting and reporting process would be
contradictory to the long understood and occasionally published tenet that
internal control is one of the methods management uses to assure that its
mandate from the shareholders is responsibly carried out.

The definition as presented in the ED appropriately addresses issues of
compliance. Additional discussion of specific compliance criteria would
demand that equal attention be given to other components cited in the
definition, resulting in a cumbersome and possibly inflexible definition. The
definition as proposed is sufficiently broad in structure to facilitate
adaptation to, and evaluation in, the multitude of organizational settings in
which the performance of the internal control system is a criteria for
evaluating and measuring management performance.

Components:
We believe the components cited in the definition are appropriate and
acknowledge both key control system features and the requirement for their
integration to assure performance. Inclusion in the definition of components
that support others, such as information systems, acknowledges the dynamics of
a comprehensive internal control system.

Committee of Sponsoring
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Evaluation Aids and Tools:
The evaluation tools presented in the draft are adequate as a generalized
example, but are superficial relative to the full array of policy and
procedure manuals, questionnaires and audit type programs that are necessary
to document the existence and effective performance of an internal control
system. They are helpful reference material, but should be more clearly
characterized as being very general in nature and not necessarily inclusive of
all matters requiring consideration, rather than the current introductory
discussion material that indicates the tools included in the Appendix are
comprehensive to the point of excessive for the average business application.
External Reporting:

As the objective of the exposure draft is to provide a complete definition of
internal control and guidance on implementation and evaluation of performance,
we do not believe a discussion of external reporting should be a chapter in
the document. It should be treated in an appendix as an item requiring
further study.

Since the concepts exposed in this document are much more pervasive than those
addressed in the statements of management's responsibility for financial
reporting currently included in the annual reports of many public companies;
we do not believe the report contemplated in this document should be
associated with the current reporting practices. The differences are too
significant. The current statement is an acknowledgment of responsibility;
the report proposed in the exposure draft would be the opinion of management
as to the performance of one or possibly more segments of the reporting
entity's entire system for some period or at a point in time. Further, we
believe that focusing the reporting section of the ED on controls over
financial statement preparation when the issues addressed by the document are
inclusive of internal controls in all areas of an entity could be confusing.
Particularly when fraudulent financial reporting is only one of many control
system failures that could result in damage to shareholders and other
interested parties.
The proposed report indicates "management assessed" and references the product
of this ED; this statement begs a question: how? Few standards have been
established for management assessments of internal controls. We do not
believe the conclusion in the last paragraph of the proposed report is
adequately supported by the discussion in the opening paragraphs. The
external auditors in their reports on financial statements describe the key
features of their examinations in addition to referencing generally accepted
standards and principles.

Committee of Sponsoring
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Since the risk of an internal control system failure is as significant to
management as the consequence of an "audit failure" is to the external
auditors, the body of generally accepted criteria for effective internal
control and the testing of the performance thereof should be more robust than
the final report of your committee. We take this position in the belief that
the concepts of financial reporting accuracy and consistency are significantly
less abstract to an annual report reader than the very broad discussion in the
ED of an integrated internal control system that addresses and monitors most,
if not all, of management’s stewardship responsibilities.

General:
Because of the real and perceived overheads (financial and technical resource
costs primarily) involved with compliance with the ED's criteria, we believe
extensive field testing and management acceptance, particularly in small
entities, is required prior to identifying or alluding to those criteria as
generally accepted. Unless the Committee should decide on a two tier approach
(eg., publicly traded companies will comply and others will not), we believe
substantial resistance to these criteria and reports thereon will be met in
smaller and more entrepreneurial entities. The Committee must be assured of
practicability prior to pressing for general acceptance.
In the event your Committee or one of its representatives wish to discuss
these comments further, we may be reached at the (412) 565-2000.

Very truly yours,

Lawrence J. Komatz
Vice President and Controller

William A. Sante, II
General Auditor

The Southern Company
64 Perimeter Center East
Atlanta Georgia 30346
Telepnone 404 393-0650

Dean Hudson
Comptroller
the southern electric system

June 13, 1991

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas
6th Floor
New York, NY 10036-8775
Dear Sirs:
The Southern Company appreciates the opportunity to respond to your exposure
draft of "Internal Control - Integrated Framework" on behalf of itself and its
subsidiary companies, Alabama Power Company, Georgia Power Company, Gulf Power
Company, Mississippi Power Company, Savannah Electric and Power Company,
Southern Company Services, Inc., Southern Electric International, Inc., The
Southern Investment Group, Inc., and Southern Nuclear Operating Company, Inc.
The Southern Company supports the Committee's effort to advance the
understanding of internal control and to provide criteria for assessment and
improvement of internal controls. We concur with the Committee's conclusions
present in the exposure draft. To make the final document a more useful tool,
we strongly recommend that the Committee adopt the following suggested changes.

1.

Significantly shorten the executive summary. It is critical
that the concepts embodied in the final document receive
widespread attention from management throughout an
organization. A 44-page executive summary will, in and of
itself, inhibit widespread reading of the document. The
executive summary should only include brief discussions of the
definition of internal control, the specific roles and
responsibilities of management in developing, maintaining,
monitoring and evaluating an entity's system of internal
control, and finally, the guidelines for reporting on the
effectiveness of internal control.

2.

Put Appendix C in a separate document. The evaluation tools
in Appendix C should be published as a separate document and
clearly identified as a suggested reference for entities to
use in developing their own evaluation process. Each entity
should be held accountable for having a specific methodology
for evaluating its internal control and should have the
flexibility to tailor the methodology in light of the
circumstances relating to its operating environment.

Internal Control - Integrated Framework
June 13, 1991
Page 2 of 2

We appreciate the opportunity to respond to the Committee regarding this
important document.

Respectfully submitted,
The Southern Company

W. D. Hudson, Comptroller

NORTHEASTUTILITIES
THE CONNECTICUT LIGHT AND POWER COMPANY

WESTERN MASSACHUSETTS ELECTRIC COMPANY
HOLYOKE WATER POWER COMPANY

P.O. BOX 270
HARTFORD, CONNECTICUT 06141-0270
(203) 721-2313

NORTHEAST UTILITIES SERVICE COMPANY
NORTHEAST NUCLEAR ENERGY COMPANY

GEORGE D. UHL
V/CE PRESIDENT AND CONTROLLER

June 13, 1991

“COSO Committee"
1211 Avenue of the Americas
New York, NY 10036-8775
Re: Response to Exposure Draft, "Internal ControlIntegrated Framework"
Gentlemen:
Northeast Utilities (NU) appreciates the opportunity to comment on the
Exposure Draft of "Internal Control-Integrated Framework.” NU has dealt with
the issue of internal control and maintenance of a proper control environment
for several years. In 1979, NU's Committee on Internal Control was created,
consisting of several top management personnel and representatives of an
outside law firm and an independent public accounting firm.

The guidelines summarized in the AICPA's "Tentative Report of The Special
Advisory Committee on Internal Accounting Control" (the Minahan Committee
Report) and the "Report of the National Commission on Fraudulent Financial
Reporting" (the Treadway Report) form the basis for the NU Committee's
ongoing responsibilities. These include conducting several formal annual
programs (such as a Conflict of Interest Program, an Internal Control Awareness
Program, and follow-up on audit findings), as well as periodic reviews of
operational areas to assess their sensitivity to internal controls.
The NU Committee's activities are fully supported by senior management and
the Board of Trustees. The NU Committee publishes an Annual Report to the
Chairman, copies of which are provided to the Audit Committee of the Board of
Trustees. This report forms the basis for inclusion of NU's "Company Report" in
its Annual Report to Shareholders which is an assessment of NU’s internal
control environment and cites the Company's responsibility for its financial
statements.
Against this background, the NU Committee has discussed the Executive
Briefing section of the March 12, 1991, Exposure Draft and would like to offer
the following comments:

•

OS4528 REV. 8-86

Chapter 3 on Roles and Responsibilities seems to minimize the
usefulness of external parties and the role they may play in
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contributing to an effective internal control system. NU considers
the activities of its external auditors and external legal counsel to be
an important, integral part of its internal control system, especially
when participating in activities conducted by its Committee on
Internal Control.

It might be appropriate to modify the statement on Page 21 that
says, "...merely because a party contributes...to achieving an entity’s
objectives, it is not thereby a part of the entity’s internal control
system," so that it states that external parties may be part of the
internal control system, although each company has ultimate
responsibility for its own internal control system.
•

Chapter 4 on Evaluation of Controls lists nine criteria for internal
control effectiveness, followed by a paragraph which ends with the
statement, "If all nine criteria are satisfied, a conclusion can be
reached that the internal control system is effective." NU takes
exception to the word "all” in this sentence. While satisfying all nine
criteria might be considered ideal, there might be occasions when
one or perhaps even two of the criteria are found lacking in some
way, or there may be reasons why certain criteria could not be
adequately measured against. This would not necessarily render
an entire internal control system ineffective.

•

Chapter 1, Summary, Page 10, states that the management report in
an annual shareholders’ report should contain the names of the
report signers. The report further recommends that the chief
executive officer and/or the chief financial or chief accounting officer
sign the management report. The NU Committee agrees that who
signs the management report has important implications, and is
concerned that specifying these signatures might imply that these
are the only officers who have responsibility for the company’s
internal control environment. The NU Committee feels it would be
more appropriate to indicate that the management report is
endorsed by the company's management rather than specifying
certain individuals.

Based on discussions with peers in the utility industry, many were either not
aware of this report or did not receive it until late April to early May. Considering
the importance of this topic and the amount of detail contained in the Report, it
seems that a six-month time period might have been allowed for comments.
There is some concern that substantive comments might not be provided given
the short response time allowed. In fact, the best we could do at NU was to
study the Executive Briefing, and our comments are on that portion of the
Report.
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NU's Committee on Internal Control feels it is in a unique position to comment
on this Report because of the actions taken since 1979 to ensure a proper
internal control environment that encourages high standards of conduct in all of
its business activities. NU's Committee endorses COSO’s effort to promote
mutual understanding of internal controls and to establish a benchmark against
which internal controls may be measured. Our comments are based on our
experience and practical application over several years, and we hope you will
take them into consideration.

George D. Uhl
Chairman, Committee on
Internal Control

PPG Industries, Inc.

One PPG Place

Raymond W. LeBoeuf
Vice President
Finance

Pittsburgh, Pennsylvania 15272

(412) 434-2076

June 14, 1991

Committee of Sponsoring Organizations
of the Treadway Commission (COSO)
1211 Avenue of the Americas
6th Floor
New York, NY 10036-8775

Gentlemen:

PPG Industries, Inc. (PPG) is pleased to submit comments expressing our views on the
March 12, 1991 exposure draft (ED), "Internal Control - Integrated Framework" issued by
COSO. PPG is a Fortune 100 company and is among the world's leading manufacturers of
glass, coatings, and chemicals products and employs approximately 35,100 employees
worldwide.
In general, it appears that this ED is the product of a considerable effort in working toward
the Treadway Commission's objective of having a private-sector initiative develop a common
definition of internal control that would be understood and used by interested parties. The
discussion of internal control in the framework is a fairly comprehensive survey of current
literature and provides an instructive presentation for those interested in developing and
evaluating control systems. Management's responsibility in the design, operation, and
evaluation of the internal control system is appropriately emphasized.

The stated objectives of the project are to assist management in improving their entity's
internal control system and to provide a common understanding of internal control among
interested parties. It is not clear to us that this report will accomplish these objectives. If
effectively refined and accepted, the definition and concepts in the ED may well provide for
a common understanding of internal control. However, for companies that have well
developed and regularly evaluated internal control systems already in place, this framework,
while instructive in an academic sense, may not offer anything beyond existing capability.
Firms without such systems, or those with a different culture, may find that the report brings
some focus to these issues for the first time and, thus, find it valuable. Whether firms would
be motivated to adopt such a system, if not previously predisposed to do so, remains an
open question.

COSO
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The report presents at length a set of requirements for an effective external statement by
management, but fails to take a stand on whether management should actually include such
a statement in their financial report. PPG has a statement addressing internal controls in
our annual report. However, we strongly feel that the inclusion of such a report must
remain optional and that it should only address those controls pertinent to the preparation
of the financial statements and evaluate their effectiveness at a point in time.

At PPG there is a strong commitment by management toward the maintenance of a viable
internal control system world-wide. We have widely published corporate objectives, a world
wide code of ethics and business conduct policy, a strong internal audit function with access
to the audit committee of the board of directors, and an extensive mechanism of internal
control documentation and evaluation. This system has proven to be effective for us and,
with this as a background, we found the COSO evaluation questionnaires to be quite
applicable when we tested them by appraising our system at the corporate entity level.
As part of our review, we looked at the structure and format of the ED presentation itself.
We concluded that some components of the framework should be combined and others
eliminated. Also, the length of the overall document, particularly the management
summary, is greater than necessary. The evaluation tools were considered to be adequate,
but there is no guidance for their effective use and implementation. Our detailed
comments, as well as responses to the specific questions asked in the cover letter to the ED
and the "issues for consideration" set out in the comments booklet issued by the Financial
Executives Research Foundation (FERF), are included in the addendum to this letter.
In closing, we would like to express our support for the project and thank you for the
opportunity to submit comments to your attention. We trust that our input will be viewed
in the constructive manner in which it was assembled. We look forward to the final report
or revised draft issued by COSO; we will provide our views on that one as well.
If you have any questions or require elaboration on any of the comments provided above
or in the addendum, feel free to contact W. J. Krall, Jr., Manager, Accounting Policy and
Control, at (412) 434-2172 or G. T. Welsh, General Auditor, at (412) 434-3063.

Yours truly,

R. W. LeBoeuf

attachment

Attachment to PPG Industries, Inc. Comment Letter on COSO Exposure Draft
Responses to "Issues for Consideration" from FERF and ED Cover Letter

DEFINITION:
Should the definition of internal control be broad enough to cover the management control
process, as currently reflected in the report, or should the definition be narrowed to limit the
concept of internal control to controls over the accounting for financial reporting?

The definition of internal control should remain broad, including the
management control process, as currently reflected in the report. We agree
with the "top down" approach for establishing internal controls for the entity.
Concentration only on financial reporting might suggest that controls in other
areas of the business are not as important and should be given less attention.

A number of respondents have expressed concern that the definition is silent with regard to
compliance with applicable laws, regulations, and ethical standards. Others believe that the
definition should be silent.

Although the definition itself is silent on compliance with applicable laws,
regulations, and ethical standards, the framework states that such compliance
is one of the categories of objectives set by entities and that an internal
control system should provide "reasonable assurance" that these objectives will
be achieved. This is an appropriate treatment for this purpose. Inclusion of
a "compliance" statement in the definition would imply that management
could assure absolute compliance rather than reasonable assurance of such.

COMPONENTS:

Are the nine components detailed in the report the appropriate way to view internal controls?

The component approach is appropriate for a framework for internal control,
which is not designed to be a "detailed blueprint" of an internal control
system. This approach helps to give some structure to the recommended
array of elements that should be contained in such a system.

Some people believe that significant components are missing. What additional components, if
any, should be added?
Some suggest that competence, skills, education, and training are as important to internal
controls as are integrity and ethical values, should these items be listed as a separate
component? Or treated with "Integrity and Ethical Values" as part of a discussion as a
"condition precedent" to the effective operation of any internal control systems?
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Suggestions have been made that the number of components could be reduced to four or five
since some of the nine components are subsets of one or more of the other components, (e.g.,
information systems cut across most of the other components and should be eliminated as a
separate component). Proponents of the nine components believe that it is necessary to include
all nine so that adequate attention is given to each component. What are your views on this
matter?

We feel that the framework could have fewer than nine component groups
and be equally effective. The two elements that the draft calls "foundation
elements" could be combined into one. Integrity, ethical values, and
competence, are as much a part of the control environment as the factors
described in the second element that they call "control environment”. All of
these factors work together to set the "tone at the top" of an organization and,
therefore, logically form one component in our viewpoint.
"Establishing Objectives" and "Risk Assessment" are too central to the overall
business to be considered components of the internal control system. The
objectives of the entity or unit are the very items for which we are seeking
reasonable assurance of attainment when we establish internal controls.
Assessment of the amount of risk that is tolerable related to this attainment
is inherent in the evaluation of the control that is either in place or being
considered. Therefore, we do not perceive them as components of the system.

Will the framework of components and related evaluation questions and tools be useful to
entities in developing their self assessment? On the other hand, could these same components
provide the basis for unwarranted regulation?

The evaluation questions related to each of the components provide an
effective "checklist" for taking stock of one's organization, although in some
cases once one question has been answered, the answers to the subsequent
ones become obvious. To test these evaluation tools we divided the
component questionnaires among some of the managers from our operating
group and corporate staffs to complete them for their areas.
The consensus was that for a company of our size and culture, the questions
did not cover much new ground and basically reaffirmed that we have the
kind of processes and controls in place that are suggested by the points of
focus. However, it was agreed that for a smaller entity, or one in a different
culture, the question sets might well point out areas in which controls are
lacking. We also share the concern that these sets of elements and questions,
in the hands of regulators or legislators, could possibly result in an
inappropriate burden for firms and, thus, not accomplish the real aim of
internal control.
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REPORTING TO EXTERNAL PARTIES:
The report dedicates a separate section to management reporting to external parties. Some
believe that this places too much emphasis on public reporting and should be reduced to a
minimal presentation as sub-sections of other chapters. Others believe that the subject of
management reporting to external parties is of sufficient importance to warrant presentation in
a separate chapter. What are yours views on this matter?
Setting out the subject of management reporting as a separate chapter is not
necessary to provide appropriate emphasis. The information contained in this
chapter is covered in the other chapters for the most part and offers no new
insight here.

The stated objectives of the project are to assist management in improving
their entity’s internal control system and to provide a common understanding
of internal control among interesting parties. The primary focus of the COSO
report, then, should be on these objectives and not on management reporting.
It would be sufficient to point out that management, if it chooses to issue a
report, should emphasize the following:

•

that the controls addressed in the report are limited to those
pertinent to the preparation of financial statements

•

that such a control system is in place

•

that internal controls provide "reasonable assurance" of no
material misstatement

•

that the control system has been evaluated against an accepted
framework

•

that the system has been determined to be effective as of the
reporting date

EVALUATION TOOLS:
Many methods and techniques can be used in evaluating internal control. This report discusses
evaluation, and presents evaluation tools intended to be useful in assessing internal control
systems. We would like you to compare and contrast the evaluation process followed by your
organization with the guidance specified in the study and then provide comments on the
usefulness and adequacy of the approach recommended in this report. Would you use the tools
as either a substitute or a supplement in evaluating internal control in your organization?
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As stated above, in an effort to become familiar with the COSO evaluation
tools, we answered the questions for each component from the perspective of
our company as an entity. This was done as part of a current review we are
conducting to fine tune our own internal control documentation and
evaluation tools and develop a benchmark for them.

In some ways the tools presented in the ED are similar to those now in use
at our firm. We also have set out a series of conditions and environmental
elements for internal control, and we have developed an internal control
questionnaire (ICQ) that the units use to evaluate the controls in place.
Additionally, the ICQ has become the basis for the documentation of internal
controls at most units. Our tools are unit-based rather than entity-based like
the ones in the ED.

The ICQ (or something very similar) will remain as an evaluation tool even
if new documentation tools become available. To that extent, we liked the
tools suggested in the ED, that is, for evaluation but not documentation. In
some areas we found them to be as comprehensive as our own questionnaire
and less so in some others, but, on balance, they appear to be effective for
evaluating the components proposed in the ED. We did feel that the use of
these tools would be less clear at the unit level than at the entity level.
Additionally, there should be some guidance in the report for the effective use
and implementation of these sort of tools. It seems that the firms that do not
have an extensive internal control system in place would find the lack of such
guidance to be a serious omission.

GENERAL:
Presentation, acceptance, understanding and endorsement of the report is critical to success of
this project. Do you believe that the report content, in its present form, will accomplish the
stated objectives, namely: 1) to help management of businesses and other entities better control
their organizational activities, and 2) integrate various internal control concepts into a
framework in which a common definition is established and control components and their
relationships are identified and described? If you do not believe the report in its present form
will accomplish these objectives, what changes would be necessary to accomplish these
objectives?

The FERF booklet states that presentation, acceptance, understanding and
endorsement of the report (currently the ED) are critical to the success of the
project. To this end it asks if the report content in its present form will
accomplish the objectives of 1) helping management better control their
organizations and 2) integrating various internal control concepts into one
framework in which a common definition is established and components are
identified and described. We have the following constructive comments in
this regard.
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Although the ED is indicative of a great deal of work and thought, it is our
opinion that the presentation could be improved to aid the accomplishment
of the objectives. We have already commented above about the number of
components and the length and content of the external reporting section.
Additionally, the overall content and layout of the report is a bit too long for
the average reader. Even the "Executive Briefing" is too detailed and lengthy
for the number of ideas and concepts actually presented in it. Because the
endorsement of top management is one of the explicit aims of this project,
this section must be presented in a way to gain the involvement of the
executive and bring home the main points in the shortest possible space.

The body of the report could also possibly benefit from some streamlining.
The problem is that it would depend upon the audience to whom it was
addressed. In large firms such as ours, in which an effective internal control
system is already in place, the ED may be perceived as an interesting
treatment of the concept but not as breaking any particularly new ground in
the area of developing, documenting, and evaluating internal controls.
Therefore, the extensively detailed presentation comes across as somewhat
redundant or unnecessary. However, to a small company or one in a different
culture, the ED might well be viewed as a "text book" on internal controls,
and thus, provide needed information to fill a void in this area. Basically we
feel that a shorter and more substantial document would be better.

06/14/91

Boyd E. Givan
Senior Vice President
and Chief Financial Officer

The Boeing Company
P.O. Box 3707, MS 10-17
Seattle, WA 98124-2207

June 7, 1991

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas, 6th Floor
New York, NY 10036-8775

Dear Sirs,

In response to your request for comments on the Internal Control Integrated Framework exposure draft, we at The Boeing Company offer
the following input.
As a few general comments, in most cases, the writing was perceived as
being a good template of management controls. Many felt it is a very
comprehensive textbook on controls, and suggested that it be used as a
training tool on the subject. One general concern was expressed,
however, and that was the length of the Executive Briefing. If this
document is to become an accepted standard, then it is critical that it be
as widely read and understood as possible. However, experience tells us
that extremely long executive briefings can cause documents to go
unread, and therefore inhibit standard implementation. We recommend
a significantly revised briefing with more highlights and summaries as
opposed to the detail that is currently there. Other specific concerns will
be addressed in the SPECIFIC MATTERS FOR COMMENT section
that follows.

We would like to take this opportunity to thank the Committee for
including The Boeing Company in the review process. We recognize the
difficulty in developing a document like this and appreciate the effort
that was expended.

B. E. Givan

Enclosure
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SPECIFIC MATTERS FOR COMMENT

In your exposure draft transmittal letter dated March 12, 1991, you
requested that we address four specific questions. We have provided
responses to those questions as well as some additional comments below.

Definition (Chapters 1 and 5)
Generally, we agree with the definition. The concept that internal
controls extend beyond the financial controls is well accepted.

Components (Chapters 1 and 5 through 14)
We recommend no changes to the list of nine control components.
Evaluations (Chapters 4, 6 through 14 and Appendix C)

We currently conduct internal control evaluations at three levels.
Specifically, our internal controls are evaluated by external sources (our
external auditor and our government customer), by internal sources
(internal audit and other special studies), and by line management as part
of their daily activity (self review). This gives us a very comprehensive
review of the effectiveness of our control systems. Therefore, we would
think that use of the tools outlined in your report would supplement our
evaluations by reinforcing our existing efforts.

Management Reporting to External Parties (Chapter 15)
Generally, we do find the guidance on reporting helpful. However, we
disagree on the subject of the use of estimates as noted on page 157,
paragraph 3.
This paragraph implies that other management
representations are less important than internal controls, and therefore
should be segregated or omitted completely from management reports.
We contend that management should communicate to the reader that the
financial statements are prepared in accordance with Generally Accepted
Accounting Principles, and include management estimates and
judgements.
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Management Reporting to External Parties (Chapter 15) [cont.]

An additional concern relates to your sample management report (pages
156 and 157) in which you show a listing of the nine control
components. We question the necessity of including a discrete listing of
the nine control components as part of these reports, and would suggest
instead a discussion of which management representations were used to
develop the report may be more meaningful.

Other Comments
In several sections of the writing, reference is made to internal audit's
"access" to the CEO and/or Board of Directors. Specifically, on pages
12 and 27 of the Executive Briefing there are strong points made
regarding internal audit's involvement with the Board. We agree that
this access should be available and would assert that it normally is.
However, we do not agree that the Board of Directors should have a role
in the selection or dismissal of the head of internal audit, nor should we
seek to mandate specific reporting relationships.

The explanation on the responsible or prudent person standard appearing
on page 17 and the top half of page 18 should probably be deleted.
Generally, the information deals more with torts and less with business
judgement so it may not be all that applicable.
Finally, as previously stated, the integrated framework laid out in your
writing offers many good ideas for controlling large complicated
business entities. However, the writing's applicability to the "small"
business is a question in our minds. We are concerned that such an
elaborate integrated framework may be beyond the capability of small
companies to economically implement.

BDO
SEIDMAN

15 Columbus Circle
New York, New York 10023-7711
Telephone: (212) 765-7500 Telex: 661903
Telecopiers: NYO (212) 315-1613
NAT (212) 765-4648

Accountants and Consultants

June 14, 1991

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas
6th Floor
New York, New York 10036-8775

Re: Exposure Draft - Internal Control
Integrated Framework (Product No. G00610)

Gentlemen:
Thank you for this opportunity to comment on the Exposure Draft of the
captioned document. While we agree with substantially all of the guidance contained in
the Exposure Draft, we have the following comments which we hope would sharpen the
focus of the guidance.
Small Companies

While there is some reference in the Exposure Draft to the special circum
stances of small companies, the exhibits and the preponderance of the discussion focus on
large entities. This makes it difficult for small entities to tailor internal control evaluations
to their particular circumstances. Accordingly, we urge the Committee to increase the
practical guidance with respect to evaluations for small companies, similar to the way in
which they are addressed in Statement on Auditing Standards No. 55.
Linking the Evaluation to Financial Statement Assertions
The guidance on page 83 quite correctly points out that "[t]o conclude that
internal control over financial reporting is effective, these assertions must be supported
through the financial reporting objectives". While this conclusion conforms with the way
in which auditors generally assess the effectiveness of internal accounting control
procedures in practice, the exhibits in the Exposure Draft somewhat obfuscate this
assertion-based approach. Accordingly, we believe it would be helpful if the exhibits
directly linked financial reporting objectives to the five assertions.

Interim Reporting

In explaining that management’s report on the effectiveness of the internal
control system over the preparation of published financial statements is as of a point in
time, the guidance on page 151 goes on to say "[t]hus, in the case of a year-end report,

INTERNATIONALLY
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management addresses the internal control system over the preparation of annual and
interim published financial statements as of year-end. This means that the report covers
the preparation of quarterly financial information contained in the year-end financial
statements. It does not mean that internal control over interim reporting necessarily was
effective at the end of each interim period".

We agree that it is not practicable (and may be confusing) to report on the
effectiveness of internal controls as of the end of quarters within the year. However, it is
not clear why publishing interim financial statements at year end is the appropriate trigger
for management to report on the controls over interim financial reporting that are in
place at year end. Financial information for the fourth quarter is a direct result of the
process of preparing the annual financial statements. As such, management’s estimates
and other adjustments reflected at year end relate to the quality of the internal controls
over the annual financial statements, rather than over the interim data.

Moreover, it seems reasonable that financial statement users would be
interested in being informed of the effectiveness of the company’s controls that existed at
year end for the preparation of interim financial statements, even where interim
information is not included in the published annual financial statements or separately
published at that time. Although the users would not be provided interim financial
statements at year end under such scenario, it would be meaningful if they knew the
effectiveness of the design of procedures that the company had in place at year end to
prepare interim financial statements for the first quarter.

Material Weaknesses
We agree that the existence of material weaknesses should be the
threshold for determining whether the internal controls over financial reporting are not
effective. We also agree that the material weakness concept needs to be further
considered and refined before it can be used to trigger public reporting on the
effectiveness of such controls. While the definition of material weaknesses included in the
existing literature reflects a framework for auditor communication with management,
proper consideration has not yet been given to whether the existing definition is suitable
for public reporting and its attendant liability.

* * *
We congratulate the Committee for its thoughtful and practical approach
to this topic. We would be pleased to answer any questions the Committee might have or
to discuss with you any of the matters in this letter.
Very truly yours,
BDO Seidman

Wayne A. Kolins,
National Director of
Accounting & Auditing

Committee of

Sponsoring Organizations of the Treadway Commission
1211 Avenue of the Americas, 6th Floor, New York, NY 10036-8775 Telephone (212) 575-6656

June 25, 1991

To:

Richard M. Steinberg, Coopers & Lybrand
Howard Siers, Consultant
Project Advisory Council to COSO
P. Norman Roy, Financial Executives Institute
William G. Bishop, Institute of Internal Auditors
Louis Bisgay, National Association of Accountants

Gentlemen:
Attached is batch fourteen of comment letters containing fourteen
responses on the exposure draft, "Internal Control — Integrated
Approach.

Thomas P. Kelley, CPA
Group Vice President
Professional

TPK:jmy
Enclosure

Robert L. May. Chairman
Representing the
American Institute of
Certified Public Accountants

Alvin A. Arens
Representing the
American Accounting Association

William G. Bishop
Representing The
Institute of Internal Auditors

Thomas M. O'Toole
Representing the
National Association of Accountants

P. Norman Roy
Representing the
Financial Executives Institute

Westinghouse
Electric Corporation

Westinghouse Building
Gateway Center
Pittsburgh Pennsylvania 15222

June 14,1991

Committee of
Sponsoring Organizations of the Treadway Commission
1211 Avenue of the Americas
6th Floor
New York, NY 10036-8775

Gentlemen:
We are pleased to have the opportunity to comment on the March 12,1991,
Exposure Draft of "Internal Control - Integrated Framework."
Summarizing the introductory letter and executive briefing, the purpose and
objectives of the exposure draft are:
1. To provide a common ground for mutual understanding of internal
control,
2. To help management better control their organization's activities, and
3. To provide a starting point for implementation and assessments of internal
controls.

We believe the purpose and objectives have been accomplished to a
significant degree. The exposure draft presents the subject of internal control
in a manner which provides a basic understanding. However, the exposure
draft does not go far enough in discussing the roles and responsibilities of
various parties. Additionally, some of the wording in the Management
Report does not have practical application in large diverse corporations.

Chapter 3-Roles and Responsibilities
The discussion of roles and responsibilities is fine for an executive briefing but
a much more detailed discussion should be included elsewhere in the

June 14, 1991

page 2

document. The influence of an individual, due to his or her position in an
organization, may be a determining factor in the manner in which controls
are enforced. This topic is only briefly discussed in chapter 2 as
"management override."

A separate chapter should be added to Part II to cover the discussion of the
roles and responsibilities of management and the board of directors and the
manner in which those responsibilities relate to critical control aspects.
The discussion of roles and responsibilities should define and contrast the roles
of operational management, senior management, internal audit, board of
directors and the audit committee. The discussion should provide examples
or guidelines of practices and actions indicative of an adequate system of
internal control. Material contained in the 1987 Treadway Commission
Report, Appendix G relating to internal auditing and Appendix I relating to
the audit committee should be included in such a discussion.
Without a clear discussion of the roles of management, auditors and
directors in a system of internal control, including their responsibilities, and
perhaps prohibitions of certain activities, we find it difficult to look to one
document as an adequate "framework" which can serve as a standard.
Chapter 15 - Management Reporting to External Parties

We support the concept of a Management Report and have included such
a report in the Westinghouse Annual Report to Shareholders since 1978.
The exposure draft's recommended wording for the Management Report
includes a statement to the effect that the company has evaluated its
system of internal controls".. in relation to the criteria for effective internal
control presented in a report of the Committee of Sponsoring Organizations
of the Treadway Commission."

We object to that language for three reasons.

First, while the exposure draft does a good job at presenting a common
ground for a mutual understanding of internal controls it falls short of
providing a meaningful measurement tool for the implementation and
assessment of internal controls. Unless the exposure draft is expanded to
several volumes with detail control examples and requirements, one cannot
implement and assess a system of internal controls in a major corporation
using only the material supplied in the exposure draft.
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Second, the lack of a clear delineation of the roles of the various parties
influencing and evaluating internal controls, as discussed earlier, would make
such an evaluation difficult at best.

Third, a system of internal control in a large corporation will evolve based on
the factors presented in the exposure draft. The evolutionary process does
not cease, it continues; and in doing so will use various "frameworks" as are
appropriate at the time for the business affected to ensure that material
weaknesses do not occur. The result for the large corporation is not one
"framework" but a number of "frames of reference", possibly a different one
for each of its different lines of business. Such a combination of control
"frames" may be considered a "framework" but it is unlikely that such a
framework could be referred to as one set of criteria as in the recommended
wording of the Management Report.
Therefore, while the concept of a "framework" is theoretically attractive, we
see no practical application to the Management Report and suggest that
the exposure draft be changed to remove the reference to "one frame of
reference for reporting" and to a specific criteria for evaluation of internal
control.
Concluding Remarks
While the exposure draft presents the subject of internal control in a manner
which provides a basic understanding, it seems to be neither a summary nor
a detailed discussion of internal controls. If the concept is to provide a
common ground for understanding of internal controls, less detail should be
included in the document. However, if the purpose is to provide a
document which can be used for the implementation and evaluation of
internal controls, much more content is needed.

Very truly yours,

J. E. Condrick
Director, Financial Policy and Reporting

SALT RIVER PROJECT
POST OFFICE BOX 52025
PHOENIX. ARIZONA

85072-2025
(602) 236-5900

May 31, 1991

Mr. Thomas E. Powell, Director of Professional Practices
The Institute of Internal Auditors
249 Maitland Avenue
Altamonte Springs, FL 32701-4201

Dear Mr. Powell:
RE:

Internal Control - Integrated Framework (Exposure Draft dated March 12, 1991)

We have reviewed the subject exposure draft and support the concepts promulgated by the
Committee of Sponsoring Organizations (COSO).
The definition of internal control should be broad and encompassing as stated in the report.
Operational controls are often overlooked because of the emphasis on financial and compliance
controls. The nine interrelated components identified are valid elements for evaluating ones internal
control system. Although trade-offs may exist between components, we believe that minimum
levels of control should be achieved in each component. Strong internal controls in the monitoring
component should not off set the concern for weak controls in the communication component.

The evaluation tools provided will definitely be useful in conducting a review of our internal
controls. We concur with the report that the issue of internal control reports to external parties
should be optional. As stated in the report, reporting to external parties is not an internal control.
However, the benefits of performing an evaluation internal or external may improve the overall
operations of an organization. We are in favor of another study on management reporting to
external parties.
Report is a little too long and repetitive. Attempts should be made to keep the size of the report
down. If new information were to be added, reference materials in the appendices should be
expanded. Prefer more reference material than narrative.

Overall, the report meets the recommendation of the Treadway Commission in developing a single
guideline for evaluating an organization’s system of internal controls. Thank you for the
opportunity in reviewing this report.

JUN 03 1991

Rudy Hernandez, Jr., CIA, CPA
Manager of Corporate Audit Services
PROFESSIONAL PRACTICES.

TRW Inc.

Executive Offices
1900 Richmond Road
Cleveland, Ohio 44124
216.291.7143

Carl G. Miller

Vice President &
Controller

June 10,1991

Committee of Sponsoring Organizations (COSO)
1211 Avenue of the Americas
New York, New York 10036

We have reviewed the content of the Internal Control Integrated Framework exposure draft and believe that it is a good
document to have for internal purposes, to be used as a guide for
evaluating the effectiveness of internal control. We are
concerned however, that future legislation could make most, if
not all, of the framework mandatory. In the event of future
legislation, audit scope and fees will increase and achieving
compliance will become an administrative burden. We question
whether the potential benefits gained will justify the costs
incurred in documenting all controls.
We do not believe that the definition of internal control should be
all encompassing and include management controls that extend
beyond financial reporting as proposed in the draft. This
initiative has extended the scope of internal control beyond a
measure of reasonable assurance and linked it with total business
excellence which includes total quality management, continuous
improvement, business strategy and critical success factors of the
enterprise. These operational issues are normally based on
management's decision and their achievement is not within the
entity's control. The auditing of operational issues regarding
management decisions by external sources will result in a
dramatic increase in audit fees with little value added, and the
benefits achieved will not justify the costs incurred.

Issues regarding "Specific Matters for Comment" requested in the
draft are addressed on the attached. We commend COSO for
their efforts in preparing this framework and ask their support to
help keep it as a voluntary internal document and oppose any
unwarranted regulations and costly reporting requirements.

Carl Miller

Summary

We believe that the draft is a good document to have internally, to be used only as a guide in
evaluating the effectiveness of internal control. Although TRW is in compliance with most of the
major issues, we do not want this framework to be mandated on the corporation. We also believe
that the draft is too repetitive in content, uses a text book approach with little value added, and the
benefits gained will not justify the costs incurred in documenting all controls.
Definition

The definition states that: "Internal Control is affected by people. It’s not policy manuals and
forms, but people at every level of the organization." We disagree with this comment in that
people establish the entity's objectives through policies, manuals, and forms. These are critical to
the system and people can't operate without them. People must know their responsibilities and
limits of authority, which are documented through explicit instructions, guidelines, and policies.
Components

The draft identified nine components which are essential to effective internal control. We disagree
and feel that the first two, (1) integrity, ethical values and competence, and (2) control
environment, set the tone at the top of the organization and provide the atmosphere and
foundation for the other seven components. It should be the primary responsibility of
management to provide a strong control environment which influences the design and
characteristics of the other components. Only seven components are needed.
Information Systems

The fifth component of internal control deals with information systems, which pertains to
electronic data processing and hardware equipment. We feel that this component should be all
inclusive and contain all information whether manual or computerized. Information comes from
various forms and it should not be limited to data processing.

Point-in-Time Reporting

We believe that a management report on internal control should not be mandatory, but done
voluntarily. The report should be as of a point-in-time and should include any material weaknesses
that existed during the fiscal year, even if corrected before issuance of the report.
Roles and Responsibilities

The draft indicates that parties internal to an organization are a part of the internal control system,
but parties external to the entity are not. We disagree with the comment and believe that the
external auditors are a part of the internal control system. They do not merely contribute to the
achievement of the entity's objectives, but they test the system and coordinate their efforts with
internal audit to accomplish their objectives. If internal audit is a part of the internal control
system, then external auditors should also be included.

We also believe that the draft goes too far in setting the roles and responsibilities of the CEO,
Board of Directors and Audit Committee. The dotted or direct line responsibilities should not be
included within the scope of this document.
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Operational Issues

The draft notes three categories of objectives; (1) financial reporting, (2) compliance issues, and
(3) operational issues. We believe that the achievement of operational objectives is not always
within the entity's control and should not be audited by external sources. The benefits achieved
would not justify the costs incurred. We also believe that more emphasis should be placed on the
potential long-term effect of the draft. Even though it is a good document to have internally,
future legislation could make most, if not all, of the framework mandatory. As a result, audit scope
and fees will increase and achieving compliance will become an administrative burden. We feel
that operational issues which deal with management decision should not be addressed in this
document.

MOSHE EDERY
13236-4 SW 111TH. Terrace
Miami, Florida 33186

June 12, 1991
COMMITTEE OF
SPONSORING ORGANIZATIONS
OF THE TREADWAY COMMISSION
1211 AVENUE OF THE AMERICAS
6TH. FLOOR
NEW YORK, NY 10036-8775

Dear Members of the Committee:

In reply to your exposure draft of March 1991, on Internal Controls, I offer
the following.

I will call my comments "A DIFFERENT PERSPECTIVE" because you have interviewed
only one (1) Internal Auditor and I am afraid you may have missed a different
point of view.
I have worked for two and one half years for a National CPA firm. Currently, I
am employed as a Senior Internal Auditor in the International department for a
Big Fortune 30 company.
I have been at this position for over five (5) years
now and I believe that I have gained sufficient experience to make the
following comments.

From an Internal Auditor stand point, one of the most frustrating aspects of
weak Internal Controls is Management Override (MO). Unlike the usual case
where local management is overriding the system, this MO is controlled by the
Audit Manager so as to decide what to include and how to be reported in the
final audit report.
Why do I believe this to be worse?

You see, an Audit Manager, can, because of reasons I will detail later,
suppress part of the "total picture" or write the audit report in such a way as
to protect some individuals who were directly involved in major
weaknesses/violations in a location. This puts the whole audit organization's
credibility in question.
It also sends the wrong message to other auditors and
to those innocent employees (at that location), who were aware of those
violations and were only too happy to cooperate with the auditors to expose
Upper Management scheme.
This situation leads to weaknesses in the following areas:

1.

COMMUNICATION / INFORMATION SYSTEMS.
In order to make decisions that are critical to the welfare of an
organization, senior officers and members of the board must rely on
the information communicated to them by employees of that entity, and
by outside auditors.
However, this information, relevant to decision making, is
unfortunately not always timely and accurately disseminated.
In some
instances, the facts (audit findings) are suppressed, "twisted",
filtered and so diluted that the truth is hidden in very sophisticated
ways.
In other cases, there seems to be an attempt to mislead and
misinform upper management.

Most Auditors do not have access to Audit Committee nor are they in a
position to circumvent the Audit Manager without hurting their career.
The lack of communication, freely flowing in all directions leads to
lessons learned in one audit are not timely communicated to other
subsidiaries if they do not belong to the same group/division.

Sometimes the most frustrating is finding Management, unwilling to
listen (to receive) because of the position of the sender of
information.
2.

CONSISTENCY.

There is no consistent and fair treatment of all employees in case of
policy and procedures' violations. For various reasons, auditors are
sometimes:
told to "dig up dirt" on an employee because the Audit Manager
has a big interest in getting rid of that employee and even
attempt to replace him with one of the auditors. Even though
that employee's location was not scheduled to be audited, the
department finds a way (always) to justify the audit;

told to "keep a low profile", "stop making the auditee look bad"
and even reduce the scope of the review, just keep a harmonious
relationship with the auditees and not to "make any waves". In
other words keep winning and dining with the auditee!!;
told to "build up a case" and "go after" an employee and destroy
his/her career, in some instances those without any Management
capacity and even for minor violations to justify the termination
of that employee; and
told to write the final audit report to indicate only minor
weaknesses were found because the "perpetrator" is a "big shot"
and has some important connections at headquarters and it would
not be wise to make him/her look bad.

3.

INTEGRITY AND ETHICAL VALUES.

When you apply the above scenarios you'll understand why there is,
sometimes, a fine line between fraud in deception and mismanagement.
In my experience, I have learned that a clear case of fraud could be
interpreted as "bad management". The old rule of "it is not what you
know, it's who you know that counts" is very applicable to audits.
Not all auditees get fair and equitable treatment from upper
management or from the audit organization. Also, some upper managers
would love to do away with the internal audit department if it was not
a SEC requirement.
In my experience, I have seen the definition of what is considered to
be "dishonest activity" changed depending on the status of the
violator and other "political" factors.
In some extreme cases, we
(audit department) have intentionally deviated from our own published
audit standards manual. Sometimes, I wonder if it is a game that's
being played to suppress the truth at some level and used as a
leverage in futures "negotiations/considerations" for upward
mobility/promotion of self and/or other subordinates.

Sometimes audit issues are solved in a "in a politically and career
wise" safe manner.
Isn't this a different way to Control the Procedures?

4.

INDEPENDENCE

The main reasons why the above is happening and will continue to
happen is because of the lack of true and full independence of
internal auditors.
Could an Internal Auditor really be independent?
see this function, in my company, as a paradox.

I do not think so, I

An auditor has to perform well enough to convince upper management,
and in most cases, the auditees, of his/her abilities so he/she could
be placed in a higher position.
But sometimes, the auditor has to be
careful not to upset the auditee by doing too good of a job.

Performing well, will sometimes, expose the auditee's weaknesses,
mismanagement and sometimes fraud that will eventually negatively
impact both the auditee and the auditor.
An audit that includes fraud, deception and gross mismanagement could
be written in such a way that upper management, the audit committee of
the board of directors and, other sophisticated readers would not be
in a position to really know the true facts. Often times, the
judgement to properly disclose all and accurate findings of an audit
rests with the audit manager.

The unwritten rules of accurately disclosing all audit findings and
treating all auditees equally depends on the relationship of the
auditee and the audit department, if the auditee's division is
profitable, how has the auditee performed in prior years, what type of
friends and influence does the auditee have at headquarters and
especially if the auditee or his/her immediate supervisor is in a
position to help auditors in the future.
The auditor's integrity and independence are compromised when he/she
"gets the message" that a "bad" audit report will be like a career
suicide and accordingly, the report is "softened" to keep everybody
happy except disclosing the truth.
5.

CONTROL ENVIRONMENT.
What I discussed above seems to be my company management's philosophy
especially in the Controller's department. From the first day I
joined this company, I have heard that there is a "Controller's
Fraternity" and if any Auditor is "marked" as too pushy or aggressive
in doing a good job and even if it is according to the department
standards, his/her career will be in jeopardy. Supposedly,
Controllers tell each other about aggressive but competent auditors
that must be avoided.

What do you think of this controlled environment and how do you think
some Controllers will react to input from the "aggressive" auditor?
Isn't this like some kind of pressure being applied to the new
starting auditor which will ultimately and unconsciously make him/her
lose the Independence?
I am more than curious to find out how other companies get around these
delicate issues.
I know that my position does not have too many sympathizers,
at least from my point of view and by the feedback I received from upper
management.

Very Truly Yours,

Moshe Edery

United States
General Accounting Office
Washington, D.C. 20548
Accounting and Financial
Management Division

June 14, 1991
Mr. Robert L. May
Chairman
Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas, 6th Floor
New York, NY 10036-8775
Dear Mr. May:
We appreciate the opportunity to comment on the draft
report, Internal Control - Integrated Framework, exposed by
the Committee of Sponsoring Organizations of the Treadway
Commission (COSO) on March 12, 1991.

We share COSO’s stated objective to help management of
businesses and other entities better control their
organizations’ activities. Numerous internal control
weaknesses in American businesses and financial institutions
during the past decade have resulted in severe consequences
for investors and government alike. Fundamental questions
have been raised about corporate accountability, the
effectiveness of corporate governance and regulation, and
the adequacy of audit requirements.
We also share COSO’s stated belief that the draft report
should help to advance the understanding of internal control
and to stimulate discussion of key control issues.
Hopefully, such discussion will result in greater interest
in strengthening organizations’ internal control. To that
end, we commend COSO for the significant effort it has put
forward in undertaking the internal control project and in
the exposure process it is using to help improve the draft
report.

We take exception, however, to an important aspect of the
draft report. It does not express a position on the merits
of public reporting on internal control, stating that "the
merits of public reporting on internal control are being
addressed by public and private sector bodies with
responsibility for or an interest in this issue." We
believe such reluctance is unfortunate. COSO is comprised
of organizations with both responsibility for and an
interest in internal controls. The very project that gave
rise to the draft report underscores the "great interest"
those organizations have in strengthening internal control.

We believe COSO should provide an important service by
strongly supporting public reporting on internal controls as
a means to better ensure that they are in place and working
effectively. Further, we believe there should be strong
support for extending public reporting on internal controls
beyond the financial reporting process to also include
organizations’ compliance with laws and regulations.
We have enclosed a copy of a letter the Comptroller General
recently sent to Congressman Ron Wyden regarding the urgent
need to strengthen organizations ’ internal control. The
letter points out that although numerous proposals have been
advanced during the last decade to strengthen organizations'
internal controls, no substantive changes in internal
control requirements have been made. We urge you to read
the letter and to consider its arguments for mandating new
internal control requirements.

We would be glad to meet with you to discuss our comments in
more detail.
Sincerely yours,

Donald H. Chapin
Assistant Comptroller General

Enclosure

Comptroller General
of the United States
Washington, D.C. 20548
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May 1, 1991
The Honorable Ron Wyden
House of Representatives

Dear Mr. Wyden:

You requested that we provide our views on how internal
controls could be strengthened to further protect investors
and limit the government's exposure to major losses.
Internal control problems have contributed greatly to
serious financial irregularities and massive unnecessary
costs to the government. Fundamental questions have been
raised about corporate accountability, the effectiveness of
corporate governance and regulation, and the adequacy of
audit requirements.
Many reforms have been advanced by the accounting
profession and others over the past decade, but only limited
reforms have been instituted regarding internal controls.
As a result, legislative action is urgently needed. This
letter highlights the severity of internal control
weaknesses and outlines the type of legislative remedies
required.

INTERNAL CONTROL PROBLEMS
LEAD TO SIGNIFICANT LOSSES
Numerous examples of internal control weaknesses in
American businesses and financial institutions have
continually surfaced during the past decade. Such problems
have led to severe consequences for investors and the
government alike. Nowhere are the disastrous results more
vividly illustrated than in the major role internal control
breakdowns played in the unraveling of our Nation's thrift
and banking industries.

A massive bailout of the savings and loan sector which
could run as high as $500 billion is one price tag marking
a breakdown in fundamental management controls. A looming
financial drain to rescue a growing number of failed banks
is yet another legacy. Strengthened internal control
measures would have helped identify troubled institutions
earlier and assisted regulators in minimizing losses.

B-240516

These problems were detailed in our recent study of
39 banks that failed in 1988 and 1989 and are expected to
cost the Bank Insurance Fund $8.9 billion.1 According to
examiners, 33 of the 39 banks had significant control
weaknesses that contributed to the banks' failures. Had
these problems been corrected, the banks might not have
failed or their rescue could have cost less.

The most pervasive internal control problems for the
39 banks related to managing loan portfolios. These
included liberal lending practices and deficiencies in loan
administration, loan documentation, and credit analysis.
Bank regulators also cited speculative commercial real
estate lending and missing information on appraisals,
collateral, and financial disclosures. Of the 39 banks,
regulators reported 21 for board of director inadequacies,
such as the deliberate distortion of financial reports to
regulators and the authorization of dividends in excess of
net income.

Critiques of the savings and loan fiasco revealed similar
trends. In 1989, we reported on 26 thrifts that
represented more than 50 percent of the Federal Savings and
Loan Insurance Corporation's estimated losses for failed
thrifts during the 21-month period ended September 30,
1987.2 Serious control deficiencies and indications of
fraud and insider abuse were present in virtually all 26.
In 1990, FDIC reported that insider abuse and misconduct
contributed significantly to about 40 percent of savings and
loan failures.
Examples where inattention to internal controls contributed
to fraud and unnecessary exposure to investors also extend
to companies registered with the Securities and Exchange
Commission (SEC). For example, a research study done for
the 1987 National Commission on Fraudulent Financial
Reporting (Treadway Commission) reviewed 119 cases the SEC
brought against public companies from 1981 through 1986, and
concluded that in 45 percent of the cases the SEC alleged

1Failed Banks: Accounting and Auditing Reforms Urgently
Needed (GAO/AFMD-91-43, April 22, 1991)
2Thrift Failures: Costly Failures Resulted From
Regulatory Violations and Unsafe Practices
(GAO/AFMD-89-62, June 16, 1989)
2
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fraud because of a breakdown in the company’s internal
controls.
There also are growing indications that internal control
weaknesses exist in the insurance industry. For example,
the relationship of such weaknesses to financial
difficulties of certain insurance companies was contained
in a February 1990 congressional report.3 This report
critiques the failure of four companies that cost state
insurance funds more than $5 billion, and discusses how
weak internal controls played a significant role in their
decline.

Several case studies that illustrate the problems created
by internal control breakdowns in corporations, financial
institutions, and insurance companies are included in
Enclosure I.

SOLUTIONS PROPOSED BUT NOT ENACTED
As discussed in Enclosure II, much worthwhile discussion has
occurred as the concept of internal controls evolved over
the past 60 years. Such discussions led to passage of the
Foreign Corrupt Practices Act in 1977 which requires SEC
registrants to devise and maintain systems of internal
accounting controls. Since that time, however, serious
questions have been repeatedly raised as to whether this
basic legislative requirement needs strengthening in order
to protect investors and the government from major losses.
For most of the last decade, the accounting profession and
the SEC have focused on the need to strengthen internal
controls. Numerous attempts have been made by the Treadway
and Cohen Commissions, the SEC, and congressional
committees to mandate improvements to strengthen internal
control requirements for the private sector. Such
proposals included (1) requiring both management and
auditors to increase reporting on internal controls to
better ensure that they are in place and working

3Failed Promises: Insurance Company Insolvencies,
Subcommittee on Oversight and Investigations, House
Committee on Energy and Commerce.
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effectively, (2) establishing stronger requirements for
independent audit committees, and (3) requiring direct
reporting by auditors of organizations’ illegal acts to
government regulators.
Although repeated proposals have been advanced, no
substantive changes in internal control requirements have
been made (see Enclosure II, page 3). Significant and
lasting improvements in internal controls will not be
achieved without a stronger statutory mandate and specific
legislative reforms.

LEGISLATIVE REFORMS NEEDED
The most compelling and urgently needed legislative reforms
are in the financial institutions area. Accounting and
auditing improvements, for example, should be a vital part
of reforming deposit insurance or recapitalizing the Bank
Insurance Fund. Our recent report and testimony4 on this
subject detailed over a dozen specific reforms required to
make the early warning system for banks more effective, to
strengthen the system of corporate governance so that it
better serves the regulators, and to deal more effectively
with the extraordinary risks to the insurance fund.
Although these recommendations are specifically tailored to
the banking industry, many are similar to improvements we
have advocated for SEC registered companies. These common
reforms are outlined below.

Greater Reporting on Internal Controls
Both management and auditors should be required to provide
greater reporting on internal controls. Specifically,
management should have to prepare an annual report, to be
published along with the audited annual financial
statements, which:

4Failed Banks: Accounting and Auditing Reforms Urgently
Needed (GAO/AFMD-91-43, April 22, 1991) and Accounting
and Auditing Reforms are Urgently Needed and Essential to
Any Plan for Recapitalizing the Bank Insurance Fund or
Deposit Insurance Reform (GAO/T-AFMD-91-3,
April 23, 1991)

4
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—

describes actions taken to establish and maintain an
effective system of internal controls that meets a
minimum set of specific measurable legislative
objectives for internal control structures,

contains management’s assessment of the effectiveness
of its internal control structure and identifies
material weaknesses that have not been corrected, and

—

is signed by the chief executive officer and the chief
accounting or financial officer of the organization.

Auditors should be required to evaluate and report on the
assertions described in management's report on internal
controls. The auditor's assessment should be included in
management's annual report.

Stronger Role for Audit Committees

Organizations should be required to establish totally
independent audit committees made up solely of outside
directors. These committees would review the basis for
internal control assessments and reports of both management
and the independent auditors. Further, audit committees
should have a written charter approved and reviewed
periodically by the organizations' boards of directors and
adequate resources and authority to discharge their
responsibilities.
Direct Reporting of Illegal Acts

Auditors sometimes discover or become aware of illegal acts
that are not known to investors or government regulatory
authorities. To encourage better compliance with laws and
regulations, auditors should be required to promptly and
fully notify audit committees and appropriate regulatory
authorities of significant illegal acts which are not
corrected.
Business groups have opposed many of the above reforms on
the basis of the additional costs they would generate. We
agree that costs would increase, but not at the same rate
for all organizations. Companies with strong internal
controls would bear the least additional costs. Over time,
even these initial costs should be offset by savings from
improved operations. The greatest initial costs would be
borne by companies with weak internal controls and thus the
greatest potential for failure. With the reforms we are
recommending, as improvements occur, costs should decrease,
5
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a nd savings from improved operations should be obtained. We
believe that the benefits to companies will almost always
exceed the costs of the reforms. Moreover, it is likely
that any additional initial costs would pale in comparison
to the huge unnecessary losses being incurred as a result of
financial institution failures, other government bailouts,
and losses suffered by investors.

In summary, to help avoid dramatic losses and exposures in
the future, three major strategies need to be pursued.
—

First, the Congress urgently needs to enact specific
reforms we have recommended for institutions subject to
the banking laws that address the particular
shortcomings in this industry.

—

Second, the Congress needs to legislate a core set of
requirements to strengthen the present rules concerning
internal controls for all SEC registered public
companies. These requirements should include increased
reporting by management and auditors, direct reporting
of irregularities by auditors, and strengthened
requirements for audit committees.

—

Third, we need to study the potential internal control
weaknesses in other sectors of the economy, such as the
insurance industry where the vast majority of companies
are not subject to SEC oversight, and where there may
be a need for additional specific reforms.

We stand ready to support actions to strengthen internal
control requirements for SEC companies, including helping
to craft specific language. Legislative action is clearly
needed to further protect investors and our Nation's
government. Your continuing leadership is extremely
important in achieving needed reforms to strengthen internal
controls and very much in the public interest.
Sincerely yours,

Comptroller General
of the United States

Enclosures - 2
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ILLUSTRATIONS OF INTERNAL CONTROL BREAKDOWNS

The following cases help to illustrate how internal control
breakdowns have contributed to company failures and investor and
government losses.
Lockheed

Lockheed received millions of dollars in loan guarantees from the
U.S. Government in the early 1970s to stave off bankruptcy.
Subsequently, the SEC filed a civil action suit against Lockheed
in 1976, alleging numerous internal control and other
breakdowns, such as the payment of millions of dollars in bribes
to foreign governments through the use of "slush funds" and
falsification of financial records. A special committee of the
Board of Directors, appointed at the suggestion of the SEC,
recommended a number of internal control improvements, including
broadening the role of Lockheed's audit committee to oversee
Lockheed's financial reporting.
Continental Illinois

During 1984, Continental Illinois National Bank received several
billion dollars in federal assistance to avoid closing. A 1985
congressional staff report to a House Banking subcommittee noted
that, "The bank's management was more concerned with its
aggressive growth strategy and appeared to dismiss the need for
compliance with adequate safeguards even though management was
made aware of the deteriorating conditions on a number of
occasions." An investigation by internal auditors at Continental
Illinois found numerous internal control weaknesses, including
incomplete and inaccurate record keeping, and questionable
loans.
Vernon Savings and Loan

Vernon Savings and Loan failed in 1987 following serious
weaknesses in Vernon’s internal controls. Federal regulators
cited Vernon's management for numerous instances of internal
control problems and noncompliance with laws and regulations,
such as misuse and manipulation of assets; concealment of
liabilities; failure to maintain accurate financial records;
overstatement of income and net worth; excessive compensations,
bonuses, and dividends paid to management and directors;
excessive and extravagant perquisites; and dishonest acts and
practices.
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ZZZZ Best
Investors and creditors lost tens of millions of dollars when
internal control weaknesses contributed to the 1987 bankruptcy of
ZZZZ Best Company, Inc., a publicly traded carpet cleaning and
restoration company. According to federal prosecutors, ZZZZ Best
faked contracts and forged accounting records which circulated
money through bank accounts of sham companies for the appearance
of business activity. Auditors were aware of material internal
control weaknesses, but reported them only to the company's
management and to the company’s audit committee. The public did
not learn of these weaknesses until after ZZZZ Best was bankrupt.

Lincoln Savings and Loan
According to the Resolution Trust Corporation, the failure of
Lincoln Savings and Loan in 1989 will cost taxpayers $2.6
billion. Federal examiners noted a number of internal control
weaknesses leading up to Lincoln's failure, such as improper
loans, speculative investments, accounting abuses and numerous
related party transactions which enabled the parent company's
management to siphon cash for their personal benefit.

Mission Insurance Company and Others
According to a February 1990 congressional report,1 internal
control breakdowns played a significant role in four insurance
company failures (Mission Insurance Company, Integrity Insurance
Company, Transit Casualty Company, and Anglo-American Insurance
Company). Weak controls included poor underwriting practices,
reckless insurance and re-insurance activities, and ultimately
led to numerous fraudulent acts. Controls were so bad at one of
the failed companies that management had no reasonable idea of
how many policies it had issued or how much premium income was
due or had been collected. According to the subcommittee, the
company's management and auditors were aware of these problems as
early as 1979, but the auditors waited until 1984 before
threatening to publicly disclose them.

1Failed Promises: Insurance Company Insolvencies, Subcommittee
on Oversight and Investigations, House Committee on Energy and
Commerce.
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THE HISTORICAL CONCEPT OF INTERNAL CONTROLS

The following discussion provides a brief overview of how the
concept of internal controls has evolved over the last 60 years.
Internal Controls as a
Means to Protect Investors
Early attempts to protect investors focused almost exclusively on
the need for full and fair disclosure of securities sold and the
financial condition of companies registered with the Securities
and Exchange Commission (SEC). The Securities Act of 1933 and
the Securities Exchange Act of 1934 provided the foundation for
such requirements. SEC has the authority to require companies
to provide periodic reports and detailed balance sheets and
earnings statements.

In the following two decades, the concept of internal controls as
additional safeguards began to emerge. In 1949, for example, the
accounting profession defined internal controls as "the plan of
organization and all of the coordinate methods and measures
adopted within a business to safeguard its assets, check the
accuracy and reliability of its accounting data, promote
operational efficiency, and encourage adherence to prescribed
managerial policies."

Although appreciation of the value of internal controls was
beginning to grow, no legislative mandate to maintain a system of
internal controls occurred until the 1970s when national
attention was riveted on far-reaching financial irregularities.
These included disturbing reports of illegal payments to foreign
officials and revelations that falsifications of records and
improper accounting allowed over 300 SEC registrants to make
millions of dollars in illegal and questionable payments.
Moreover, these disclosures occurred against the backdrop of
unprecedented federal rescues of large companies in serious
financial difficulty, such as Lockheed and Penn Central.
As a result, the Foreign Corrupt Practices Act was passed in 1977
to amend the Securities Exchange Act of 1934. It requires SEC
registrants to devise and maintain systems of internal accounting
controls. The controls are expected to provide reasonable
assurance that:

-- transactions are executed in accordance with management's
authorization,

— transactions are recorded to permit preparation of financial
statements that are in accordance with applicable standards
and to maintain accountability for assets,
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— access to assets is permitted only in accordance with
management’s authorization, and
— the recorded accountability for assets is compared with the
existing assets and appropriate action is taken with respect
to any differences.
While the 1977 Act addressed certain basic requirements, over the
past 14 years the accounting profession, members of Congress, and
others consistently have argued that it does not go far enough in
providing adequate protection to investors and the government in
an increasingly complex and volatile business environment. A
major concern has been the lack of requirements for management
and auditors to report on the scope and adequacy of internal
controls. Another issue has been the lack of an explicit mandate
that internal control systems be designed to ensure adherence to
applicable laws and regulations, thereby creating a potential
exposure to areas of significant noncompliance.

In response, numerous attempts have been made over the past
several years by two commissions, the SEC and congressional
committees to strengthen internal control requirements in the
private sector. As shown on the next page, a common theme of
these proposals has been to require both management and auditors
to increase reporting on internal controls. Two other related
proposals — the establishment of independent audit committees
and the direct reporting by auditors of organizations' illegal
acts — also have been advocated as means to strengthen private
sector controls. While numerous proposals were offered, none
have been acted upon.
Internal Controls in Federal Entities

However, similar proposals to strengthen attention to internal
controls have been enacted for federal entities. For example,
the concept of management reporting is well established by the
Federal Managers' Financial Integrity Act of 1982 (FMFIA) and the
Chief Financial Officers Act of 1990 (CFO Act). The FMFIA
requires ongoing evaluations and annual public reports by heads
of executive branch departments on the adequacy of internal
accounting and administrative controls, as well as corrective
measures to fix identified material weaknesses. Moreover, the
FMFIA requires that internal controls provide reasonable
assurance that obligations and costs are in compliance with
applicable laws. The CFO Act extends the management reporting
concept to government corporations and requires CFOs of executive
branch departments to issue an annual report on the financial
condition of their departments which includes a summary of
internal control weaknesses discussed in the latest FMFIA report.
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Also, auditor reporting on both internal controls and compliance
with laws and regulations is mandated by government auditing
standards. These standards require that auditors’ findings
related to their examination of internal controls and of
compliance with laws and regulations be made public. These
reports are made in addition to auditors’ opinions on financial
statements.

Another important point is the broad view of internal controls
used to frame the requirements relating to federal entities. The
scope of this definition covers virtually all administrative and
managerial aspects of the entities* operations. This is in sharp
contrast to a more traditional, narrower view of internal
controls that specifically relates only to financial statements.
Broader Definition of Internal
Controls in the Private Sector

This broader view of internal controls is beginning to be
embraced in the private sector as well. For example, the
organizations that sponsored the Treadway Commission released an
exposure draft on March 12, 1991, which proposes a common
definition of internal controls that is illustrative of the more
expansive, contemporary thinking on the fundamental and integral
role of internal controls in all aspects of management. The
components of this definition include such factors as the
integrity and competence of top executives, the organizational
structure, the methods of developing people, management’s
philosophy and goals, thorough assessments of risks, adequacy of
information systems and accounting controls, effective and open
communication, and the need to recognize and manage change in a
timely manner.
This exposure draft also suggests guidance to help companies
judge the effectiveness of internal controls and make
improvements. It asserts that internal control failures often
result from deficiencies in one or more of the following areas:
-- lack of ethical values by managers which allows dishonesty and
cover-ups;
— a weak environment which promotes excessive risk taking,
unclear reporting, and lack of oversight;

— failure to link top-level objectives with support units and
realistic assessments of financial and economic conditions;
— poor communication of strategies and objectives; and,

— inability to react to changing conditions.
4
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120 LONG RIDGE ROAD, P.O. BOX 1355, STAMFORD, CT 06904-1355

EMANUEL J. DiTERESI
Vice President and Controller
Phone: (203) 356-2774

June 14, 1991

Committee of Sponsoring Organization
of the Treadway Commission
1211 Avenue of the Americas
6th Floor
New York, New York 10036
Dear Sirs:

Olin Corporation supports the efforts of the Committee of
Sponsoring Organizations of the Treadway Commission (COSO) in
developing internal control guidance. We believe the guidance
provided in the exposure draft of the report, Internal
Control-Integrated Guidance, provides our management with another
resource to be used in evaluating the effectiveness of our internal
control systems. We support management's reporting on the
effectiveness of internal control over financial statements and
include a management opinion on control in our annual report.
We have reviewed the exposure report and offer the following
comments.
Definition of Internal Control

We agree with the broad definition of internal control but suggest
modifying the definition to exclude the nine elements. The elements
are simply one of many ways in which the subparts of internal control
may be classified. Internal control is the environment, policies,
systems and procedures established and implemented by an entity to
assist the entity in achieving its objectives.

Components

The components are one of many ways in which internal controls may
be classified and differs somewhat from the classification used in the
auditing literature. The way components are classified is not as
important as whether control objectives are met in a cost effective
manner. We believe that integrity, ethical values and competence are
part of the control environment and should not be considered separate
components.

OLIN

CORPORATION

2

Material Weaknesses

We believe the material weakness concept is the best measure for
determining the effectiveness of internal controls over financial
reporting. The concept is well defined in the auditing literature and
has been used successfully in practice. Where a material weakness
exists and is corrected prior to the issuance of a management letter
on internal controls, there should be no need to refer to the weakness
in the letter.
Management Reports to External Parties

The report is correct in concluding that there should not be
external reporting on the effectiveness of internal controls over
operations or compliance with laws and regulations. We recommend the
report expand on the reasons why such reporting is not appropriate.
Doing so might be helpful in convincing legislators who are not
presently in agreement with this position.

We compliment the committee on the quality of the report and
appreciate the opportunity to comment.

Very truly yours,

las
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AMERICAN HOME PRODUCTS CORPORATION

EXECUTIVE OFFICES

June 14, 1991

685 THIRD AVENUE
new york, n.y.

10017

(212) 87S-5OOO

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas
6th Floor
New York, NY 10036-8775

To The Committee of Sponsoring Organizations
of the Treadway Commission:

This letter presents our comments on your recently released
exposure draft (ED), Internal Control - Integrated Framework. We
have limited our comments to those issues where you have
specifically invited comment including Definition, Components,
Evaluation and Management Reporting to External Parties.
We support the work of the Committee of Sponsoring Organizations
of the Treadway Commission in this important project. The
material provided is the most comprehensive effort to date in
establishing a conceptual framework of internal control.
It should help develop a common understanding among the business,
academic and governmental communities as to what constitutes an
effective system of internal controls.

Def inition/Components

The ED broadly defines internal control as "the process by which
an entity's board of directors, management and/or other personnel
obtain reasonable assurance as to achievement of specified
objectives; it consists of nine interrelated components, with
integrity, ethical values and competence, and the control
environment, serving as the foundation for other components,
which are: establishing objectives, risk assessment, information
systems, control procedures, communication, managing change, and
monitoring. "

The :specified objectives’’ referred to in the definition are
further defined as not only relating to financial reporting and
compliance with laws and regulations, but also relating to
operations. We acknowledge that the establishment of entity-wide
objectives focusing on operational issues (a particular return on
investment, market share or entry into new product lines) are
essential for management to effectively run its business. We
also agree that a system of controls that enables management to
at least be aware of the extent that an entity is moving toward
achievement of these objectives is important. We would suggest,
however, that although these objectives are closely related to
internal controls, they are not part of the internal control
structure itself. As discussed in the ED, operations objectives
are based on management's decisions and are not always within the
entity's control. For purposes of this study, we would view
internal controls less broadly, focusing on controls over
financial reporting and compliance with laws and regulations.
Also included in the definition of internal control are nine
interrelated components. The ED suggests that an effective
system of internal control exists when all nine have been met.
We agree that all nine components are important to an overall
system of internal control. We particularly agree that
integrity, ethical values and competence and the control
environment serve as the foundation for the other components.
An internal control system can not be effective without the
integrity, ethical values and competence of the people who
create, administer and monitor it. Correspondingly, without a
control environment that fosters an enterprise-wide attitude of
integrity and control consciousness, all other components would
be compromised.

We do feel, however, that not all nine components are of equal
importance. Some of the more pervasive components (including
communications, managing change and monitoring) can be included
within some of the more encompassing components. Combining these
would simplify the ED and result in fewer components of more
equal importance.
We agree that communication - both internal and external-is of
paramount importance to a company's success. Communication can
be covered in the control environment component. The control
environment reflects the attitudes and awareness of an entity's
management toward its objectives and implementation strategies.
Inclusive in this is the premise that management encourage an
attitude of open communication within the organization and that
internal control responsibilities be taken seriously. The
component on information systems addresses even more fundamental

communication of providing reliable, relevant and timely
information to personnel enabling them to carry out their
operations, reporting and compliance responsibilities.

Managing change can also be covered in the control environment
and the information systems components. The ability of an
organization to detect and identify change and adapt quickly is
important to its success. Together with communication, this is
part of the overall control environment and can be addressed
therein. Additionally, as discussed in the ED, the information
system should capture, process and report information about
events, activities and conditions that indicate changes to which
the entity needs to react. With the requisite information
systems in place, an entity should be provided with enough
information to identify and respond to changing conditions.
The component on monitoring internal controls can be included as
a control procedure. An ongoing monitoring process is an
integral part of any internal control system.

Evaluation
Our comments on the usefulness and adequacy of the evaluation
methods recommended in your report are based from our perspective
as a large, well-controlled company. We feel the companies that
will derive the greatest benefit from the project are smaller
companies or those that do not now have an effective system of
internal controls. The framework will provide these companies
with standardized benchmarks of what constitutes an effective set
of internal controls. For these companies, the evaluation
methods outlined in the ED will be helpful in evaluating the
adequacy of these controls.
At American Home Products Corporation, strong internal controls
are an integral part of our organization. The evaluation tools
discussed in your report are comprehensive and provide an
effective means for evaluating internal controls. We would use
these tools as a supplement in evaluating internal controls in
our organization.

Management Reporting to External Parties
We agree with the ED as it relates to management reporting to
external parties. We believe management has the obligation to
state publicly its responsibility for the preparation of its
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financial statements and the maintenance of its internal
accounting control systems. We also agree that public reporting
should only focus on issues related to internal control over the
reliability of an entity's financial statements. At American
Home Products Corporation, we currently include in our annual
report a management report on the financial statements. This
report is signed by the Chairman and Chief Executive Officer, the
President, the Chief Financial Officer and the Corporate
Comptroller.
In summary, we support the efforts of the Committee of Sponsoring
Organizations of the Treadway Commission in its development of
this framework.

Kenneth J. Martin
Vice President & Comptroller

BankAmerica Corporation

Joseph B. Tharp
Executive Vice President and
Financial Controller

June 17, 1991

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas, 6th Floor
New York, NY 10036-8775

Dear Committee Members:

BankAmerica Corporation appreciates the opportunity to express its views on
the Committee of Sponsoring Organizations of the Treadway Commission’s
Exposure Draft, Internal Control - Integrated Framework. We commend the
Committee of Sponsoring Organizations of the Treadway Commission for its
efforts in helping management of businesses and other entities to better control
their organizations’ activities and in integrating various internal control
concepts into a framework in which a common definition is established and
control components are identified. Our responses to the specific questions
asked in the cover letter to the exposure draft and other comments follow.
Definition (Chapters 1 and 5)

Internal control is defined as a process, executed by the entity’s people, to
accomplish specified objectives. Do you agree with the definition? If not,
why not?

We believe that the definition of internal control as set forth in the Exposure
Draft is useful and appropriate. However, we believe that it is important to
emphasize that the entity’s board of directors and management has the
responsibility for establishing and maintaining the internal control system and
to encourage their commitment to internal control. To be usable by personnel
at this level, the definition needs to be written in a clear, concise, and simple
form avoiding complexity and detail. To this end, the nine components of
internal control should be viewed as interpretive and applicable guidance rather
than part of the definition itself. Additionally, the definition should not imply

BankAmerica Corporation

799 Market Street

San Francisco, California 94103
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that the responsibility for establishing and maintaining the internal control
system can be administered at a lower level. Accordingly, "and/or other
personnel" as included in the definition should read "and other personnel."
The complete definition of internal control would then read as follows:

Internal control is the process by which an entity’s board of
directors, management and other personnel obtain reasonable
assurance as to achievement of specified objectives.

Components (Chapters 1 and 5 through 14)
The report identifies nine components essential to effective internal
control. Are there others that should be added? Should any be deleted?

The Exposure Draft identifies nine components of internal control which
represent not only the parts of the whole internal control system but also
represent criteria for effective internal control. We believe that the nine
components are appropriate and useful criteria for evaluating internal control.
We agree with the Exposure Draft that the nine components are interrelated
resulting in a multidirectional iterative process in which most any component
can and will influence another. This dynamic and influential nature of the
components demands that the integrity, ethical standards, and competence
component serves as the base for the control environment component in the
pyramid model of internal control and that these two components together
serve as the foundation for all other components. However, we believe that
the Exposure Draft should place more emphasis on overall competence of
management. We agree with the Exposure Draft that competence needs to be
addressed on a case-by-case basis for all positions throughout a company;
nevertheless, in the complex business world of the 1990’s, without sufficient
competence, an internal control system cannot be originally established or
effectively maintained and integrity and ethical values can be easily, although
inadvertently, compromised resulting in a collapse of the existing internal
control system. Competent management setting an exemplary business atmo
sphere is an important step in establishing and maintaining an effective internal
control system and cannot be emphasized too strongly.
We support the nine components identified in the Exposure Draft and believe
that all nine components are important to effective internal control. We also
believe that the emphasis given to each of the nine components is appropriate.
However, if some parallel between the nine components in the Exposure Draft
and the elements of internal control described in Statement of Auditing
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Standards No. 55, Consideration of the Internal Control Structure in a
Financial Statement Audit, were provided, communications and understanding
among managements, external auditors, and internal auditors would be better
maintained and may be improved.

Evaluation (Chapters 4. 6 through 14. and Appendix C)
Many methods and techniques can be used in evaluating internal control.
This report discusses evaluation, and presents evaluation tools intended to
be useful in assessing internal control systems. We would like you to
compare and contrast the evaluation process followed by your organization
with the guidance specified in the study and then provide comments on the
usefulness and adequacy of the approach recommended in this report.
Would you use the tools as either a substitute or a supplement in eval
uating internal control in your organization? Please explain.

We believe that many evaluation approaches already exist and are working
effectively in various companies. Accordingly, these companies have already
developed the necessary documentation to support management’s assessment of
their internal control structure. In addition, current existing literature appears
sufficient to assist management in evaluating the internal control structure as it
applies to the specific circumstances of each company. However, since there
is great diversity in industry, management, risks, objectives, and internal
controls among American businesses, no one evaluation tool or approach can
be both specific and comprehensive enough to be directly applied to all
entities. Therefore, we believe that the tools for the evaluation of controls
presented in the Exposure Draft provide appropriate examples and a
framework for companies to use in situations where there is not an established
approach currently in use.
Management Reporting to External Parties (Chapter 15)

A number of private, legislative and regulatory proposals have been put
forth regarding management reporting on internal control as it pertains to
financial reporting. This chapter provides guidance on the subject, and
presents an illustrative management report. Do you believe the guidance
material is helpful for companies publishing management reports on
internal control? Please explain.
We strongly support a requirement to include management reports on internal
control in annual reports to shareholders and believe that the Exposure Draft
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should take a positive position on this issue and endorse, rather than merely
provide guidance, on including such a report in published financial statements.
We have included a report of management in BankAmerica Corporation’s
Annual Reports to Shareholders for several years and support, with some
modifications, the document issued for public comment by the Securities and
Exchange Commission (SEC) which proposed a requirement for a report of
management’s responsibilities in all Form 10-K filings and all annual reports
to security holders.

We agree with the six components of management reports that were identified
in the Exposure Draft: the category of controls being addressed; a statement
about the inherent limitations of internal control systems; a frame of reference
for reporting; management’s conclusion on the effectiveness of the internal
control system; the date of management’s conclusion; and the names of the
report signers. These components are appropriate to provide financial
statement users with management’s evaluation of internal controls. However,
we have some specific comments on the category of controls being addressed
and the report signers which follow. For your convenience, your example
management report modified to reflect our recommendations is included in the
attachment to this letter.

We agree with the Exposure Draft that a management report should focus on
controls that provide reasonable assurance as to the integrity and reliability of
an entity’s published financial statements. However, we believe that the scope
of the report should be expanded to include the related financial information
included in the annual report. As stated in the Exposure Draft, in the case
where interim financial data are presented in financial statements in the annual
report to shareholders, readers have a reasonable basis to presume that an
accompanying internal control report implicitly covers controls over the in
terim data’s preparation. We support the Exposure Draft position that specific
mention of the controls over the interim financial data is not necessary.
Additionally, we agree with the Exposure Draft that the effectiveness of a
system of internal control can best be reported if management makes its
assessment at a particular point in time rather than for a period of time. We
consider that a report as of the end of a fiscal year end would provide the best
correlation between the financial statements and the report. Further, since the
Exposure Draft has established a common definition of internal control, we
concur with the Exposure Draft that reference to this document would be
adequate and additional information on certain components of a company’s
control system would be strictly optional rather than necessary.
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We also agree with the Exposure Draft that the management report should not
include a discussion of internal control deficiencies which have been brought
to the attention of management if these deficiencies have been corrected or are
not considered material weaknesses. We believe that these disclosures would
add little value to management’s report and would be both inappropriate and
potentially misleading.

Unlike the SEC proposal, the Exposure Draft indicates that including, as an
integral part of the report on internal control, discussions of management’s
responsibility for the preparation of the published financial statements and
related financial information, management’s responsibility for establishing and
maintaining an effective internal control system, the basis on which the
financial statements were prepared, and the responsibilities and involvement of
the independent accountants in the audit or review of the published financial
statements may be confusing to financial statement readers, and should be
presented separately. We do not believe that this information would be
confusing to shareholders, analysts, creditors, or other financial statement
users nor would it detract from the importance of management’s conclusion on
the effectiveness of the internal control system. Rather, we believe
management’s recognition of its responsibilities and those of the independent
accountants would heighten management’s awareness of its responsibilities,
clarify user perceptions of the roles of management and independent
accountants, and lend credibility to the financial statements and related
financial information.

The Exposure Draft indicates that the chief executive officer and either the
chief financial officer or the chief accounting officer are appropriate signers of
the management report. Because of the unique responsibilities of each of these
individuals, we believe that both the chief financial officer and the chief
accounting officer should sign the management report in addition to the chief
executive officer. This would be consistent with the SEC regulations which
recognize the importance of the discrete responsibilities of each of these
individuals and require each of them to sign Form 10-K which includes the
annual published financial statements.
As previously mentioned, the SEC has issued a document for public comment
which would require all registrants to include a report of management’s
responsibilities in Form 10-K filings and annual reports to security holders.
Since a requirement from the SEC would add authority and enforceability to
management reporting, we encourage the Committee of Sponsoring Organiza
tions of the Treadway Commission to urge the SEC to finalize its project.
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We would be happy to discuss our comments with you further. If you have
any questions or would like to discuss any of our suggestions, please contact
me at (415)624-0413 or Paul Ogorzelec at (415)624-1009.

Sincerely,

cc:

Mr. Charles H. Dodge
Partner
Ernst & Young
555 California Street
Suite 3000
San Francisco, CA 94104

Mr. Frank Newman
Vice Chairman of the Board
and Chief Financial Officer
BankAmerica Corporation
555 California Street, 40th Floor
San Francisco, CA 94104

BANKAMERICA CORPORATION
Attachment
Example Management Report

This example management report incorporates the requirements for
management reports included in the Exposure Draft and the additional items
which we believe would improve the Exposure Draft’s example report. Our
modifications are identified by bold type. In addition, we have included an
example of optional information on certain key aspects of the control
environment.

Management Report
The management of XYZ Company has responsibility for the preparation,
integrity, and reliability of the financial statements and related financial
information included in this annual report. The financial statements were
prepared in accordance with generally accepted accounting principles and
prevailing practices of the______ industry and include necessary
judgments and estimates by management.
XYZ Company maintains a system of internal control designed to provide
reasonable assurance as to the integrity and reliability of the financial
statements and the prevention and detection of fraudulent financial
reporting. It should be recognized that even an effective internal control
system, no matter how well designed, can provide only reasonable assurance
with respect to the preparation of reliable financial statements; further, because
of changes in conditions, internal control system effectiveness may vary over
time.

Management assessed XYZ Company’s system in relation to criteria for
effective internal control presented in a report of the Committee of Sponsoring
Organizations of the Treadway Commission. Those criteria consist of
interrelated components, with integrity, ethical values and competence, and the
control environment, serving as the foundation for the other components,
which are: establishing objectives, risk assessment, information systems,
control procedures, communication, managing change, and monitoring.

The internal control environment at XYZ Company includes: an effective
financial accounting structure, a comprehensive internal audit function; an
independent auditing committee of the Board of Directors; and extensive
financial and operating policies and procedures. XYZ Company’s
management also fosters an ethical climate supported by a code of
conduct, appropriate levels of management authority and responsibility,
an effective corporate organizational structure, and appropriate selection
and training of personnel.
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The Board of Directors, primarily through its auditing committee,
oversees the adequacy of XYZ Company’s control environment. The
auditing committee, whose members are neither officers nor employees of
XYZ Company, meets periodically with management, internal auditors,
and the independent auditors to review the functioning of each and to
ensure that each is properly discharging its responsibilities.

XYZ Company’s financial statements are audited by (auditing firm). XYZ
Company’s independent auditors, whose audit is made in accordance with
generally accepted auditing standards and includes such audit procedures
as they consider necessary to express the opinion in their report that
follows. In addition, (auditing firm) reviews XYZ Company’s quarterly
financial information. A review is substantially less in scope than an audit
in accordance with generally accepted auditing standards and ,
accordingly, (auditing firm) does not express an opinion on the quarterly
financial information. (Auditing firm) meets regularly with management
as well as the Auditing Committee to discuss its audit findings as to the
integrity of the financial statements and the adequacy of the internal
controls.
Based on its assessment, management believes that, as of December 31, 19xx,
XYZ Company maintained an effective system of internal control over the
preparation of these financial statements and related financial information.

Signature (CEO)

Signature (CFO)

Signature (Chief Accounting Officer)

Date
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Bethlehem Steel Corporation
BETHLEHEM, PA

18016

L. A ARNETT
Vice President
and

Controller

June 17, 1991

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas, 6th Floor
New York, NY 10036-8755

Gentlemen:

COSO Exposure Draft:
"Internal Control - Integrated Framework”

We are pleased to submit our response to the above Exposure Draft (ED). It is obvious that a
tremendous amount of work and study have been committed to this research effort as the ED
exceeds 300 pages. The final report will contribute, and the ED has already contributed,
significantly to the theoretical and practical knowledge base on the subject of internal control.
As stated in the ED, the primary objective of this study is "quite simply ... to help
management of businesses and other entities better control their organizations’ activities."
The publicity surrounding this research effort and the current environment in Washington,
however, probably have led many uninitiated to expect much more from the study. They
appear to expect this research to provide solutions to all economic and political risks in
today’s business environment. We believe that these panacean expectations cannot be
fulfilled. While chapter 2 in the ED discusses the limitations of internal control, it does not
fully address the inability of any system to alleviate the risks inherent in striving to achieve
objectives. In our opinion, this is the most significant potential problem area in the research
study. Accordingly, we recommend that the description of the objectives of the study and the
definition of internal control in the final report specifically address the inability of any
internal control system to accomplish the expectations that many may have for the results of
this research study.
Because of the overriding importance of the issue discussed above, the length of the
document, our limited resources available to study the document and the short time period
allowed for comments, we have focused our comments on the following selected key issues.
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Chapter 1 - Summary
The definition of internal control includes both accounting and managerial aspects. However,
the majority of examples and references in the ED are from the accounting and financial
reporting perspective. From our perspective, this emphasis was inevitable since the research
was sponsored by financial and accounting organizations and conducted by an independent
accounting firm. Under these circumstances, it was practically impossible for such research
to cover the myriad of business/managerial control issues. Accordingly, we believe the
definition should clearly segregate accounting control objectives and management control
objectives. The final report should focus principally on accounting controls.
"Internal control failures" need to be carefully defined. Is it a failure of internal control when
business objectives which are based on a "prudent person’s" assessment of the business risks
are not achieved? This area needs careful consideration, especially considering the previously
mentioned expectations created for this research effort. In our opinion, all business problems
or "failures" are not necessarily caused by "internal control failures." Many external and
uncontrollable factors, e.g., interest rates, currency exchange rates, economic cycles, natural
disasters, etc., contribute to business problems and failures. The final report should focus on
internal accounting control failures and explicitly state that all business problems/failures do
not necessarily stem from internal control problems/failures.

Chapter 2 - Limitations of Internal Control
This chapter adequately describes the limitations of any internal control system for those
financial professionals who are already familiar with the subject. It does not, however,
provide sufficient information to those who expect an adequate internal control system to
prevent all business problems/failures, violations of law, etc. Given the current environment
in Washington and the expectations created for this research, we recommend that this chapter
be substantially strengthened regarding the limitations of internal control in our free market
economic and political system.

Chapter 3 - Roles and Responsibilities
The chapter effectively stresses management’s role in the internal control system. It
distinguishes, however, among boards of directors, management and internal auditors. While
we understand the distinction between boards and management, we believe the distinction
between management and internal auditors is less clear. Effective internal audit organizations
are an integral part of management’s control system in larger entities. We recognize the need
for internal auditors to be objective and independent of the areas audited, however, they
should be considered an integral part of the management team.

- 3 -

Chapters 6-14 - Components
The nine identified components appear to capture the significant areas of internal control.
Because they are all interrelated, we recognize that they could be combined into fewer
categories or expanded into more categories. The number of components to be named and
identified is less important than how each one is described. We have no strong
recommendations as to combining or expanding the components. However, we did note the
following redundancies.
Chapter 6 Integrity, Ethical Values and Competence - includes only a minor discussion on
competence. Many of the issues related to competence are included in Chapter 7 - Control
Environment - under Human Resource Policies and Practices. Chapter 7 could be expanded
to capture the points related to competence and the subject could be deleted from Chapter 6.

We also noted some similarities between the Monitoring component in Chapter 14 and the
Control Procedures component in Chapter 11. For example, physical verification of assets is
described in the Monitoring component as an ongoing activity, but is also included as a type
of control in the Control Procedures component. Also, periodic reconciliation procedures are
identified under both Monitoring and Control procedures. Consideration could be given to
combining Monitoring and Control Procedures into a single component.

Chapter 15 - Management Reporting to External Parties
We do not agree that management reports should refer to the COSO research document or
any other published document as the standard against which an internal control system is
measured. It is not possible for one document to contain all such "standards" for
measurement of all internal control systems for all entities and all situations. Similarly, there
is no one document containing generally accepted accounting principles for all entities and all
situations. Many customs, practices, and fundamental accounting principles are not contained
in standards issued by the FASB and its predecessors. One must also look to accounting
textbooks, tax rules, industry practice, etc., to find many generally acceptable accounting
principles. It is the same with internal accounting controls. One must look to many sources
to find generally accepted internal accounting control practices and procedures.

Appendix C
For the reasons stated in the above paragraph, we recommend that Appendix C clearly state
that the evaluation tools presented should be considered examples of appropriate evaluation
tools and other tools may be equal to or better than the ones presented.
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General
The information and guidance included in the ED can be an appropriate tool in assisting
managements to control their organizations’ activities. Although voluminous, and primarily
theoretical, the study appears to identify the key components of internal control. It should
serve as a useful reference document to management. We recommend that the final report
consist of three separate documents; an Executive Summary, the detailed report, and potential
evaluation tools. This should avoid the intimidation factor of a 300-page document,
encourage top management to actively study the research and clearly segregate the potential
evaluation tools from the report.

We would be pleased to discuss any of these issues or comments further with you.
Sincerely,

Committee of

Sponsoring Organizations of the Treadway Commission
1211 Avenue of the Americas, 6th Floor, New York, NY 10036-8775 Telephone (212) 575-6656

June 25, 1991
To:

Richard M. Steinberg, Coopers & Lybrand
Howard Siers, Consultant
Project Advisory Council to COSO
P. Norman Roy, Financial Executives Institute
William G. Bishop, Institute of Internal Auditors
Louis Bisgay, National Association of Accountants

Gentlemen:

Attached is batch fifteen of comment letters containing fourteen
responses on the exposure draft, "Internal Control — Integrated
Approach.
Sincerely,

Thomas P. Kelley, CPA
Group Vice President
Professional

TPK:jmy
Enclosure

Robert L. May. Chairman
Representing the
American Institute of
Certified Public Accountants

Alvin A Arens
Representing the
American Accounting Association

William G. Bishop
Representing The
Institute of Internal Auditors

Thomas M. O'Toole
Representing the
National Association of Accountants

P. Norman Roy
Representing the
Financial Executives Institute

THE Krogerco.

Joseph A. Pichler

MAILING ADDRESS:

CHAIRMAN OFTHE BOARD AND

P. O. BOX 1199

CHIEF EXECUTIVE OFFICER

CINCINNATI, OH 45201-1199

513-762-4062

June 10, 1991

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas
6th Floor
New York, New York 10036-8775

In response to the recently issued exposure draft entitled Internal
Control-Integrated Framework (the "document"), we offer the following comments
for your consideration prior to issuing the final report.

DEFINITION OF INTERNAL CONTROL

We are in general agreement with the adoption of a broad definition of internal
control. However, the definition should contain a reference to the Foreign
Corrupt Practices Act to provide a historical basis of reference and for further
discussion of the goals of internal control.
The document should clearly set forth that the board of directors (or other
similar group) is responsible for setting entity-wide objectives. These
objectives should be based on specific financial and operating goals.
Management is responsible for establishing procedures and policies to meet the
objectives. The board can and should hold management responsible for the
achievement of these goals.

In Part 1, page 4 of the exposure draft, the listing of the fundamental concepts
of the definition should be prioritized. The fourth concept should be first
because the achievement of the entity's objectives is paramount. This concept
provides the anchor to the definition of internal control.

While it is true that there are a great number of factors which may prevent the
achievement of the entity's objectives, implementation of the entity's
activities directed toward the objectives is within management's control. The
first paragraph on page 5 should indicate the responsibility of management in
implementing those activities. The document needs to be more specific regarding
accountability to the board (or other similar group) for achieving objectives
that are within management's control.
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COMPONENTS OF INTERNAL CONTROL
The components of internal control are key to the document.

.

Control Environment - This component is not specific.
It discusses
"management's philosophy" but it does not indicate what management's
philosophy should be about or how it affects the control environment.

.

Risk Assessment - This component should include the component of
Managing Change within the organization e.g. acquisitions and
technological advances. Change increases the potential for exposure
to a breakdown in internal control and therefore change is a risk
which must be identified, analyzed and acted upon.

.

Information Systems and Communications - These two components are
interrelated. The distinction and separation of these components
appears to be artificial. They should be combined into one component.
The definition of "Communication" needs to be specific and address
what an organization and its management are trying to communicate. A
range of topics should be presented including: organizational
objectives, importance of integrity, and processes to protect
assets - all of which should be communicated throughout the entity.
Information Systems does not just include computer related systems.
The Information System comprises the entire communication network
throughout the entity.

In Part 1, page 8, the discussion on "internal control failures" should include
a discussion of deficiencies in information system structure within the
"communication" deficiency discussion.

In Part 1, the Chapter 3 Summary on page 21 presents a more effective summary of
the roles and responsibilities within the internal control system than does
paragraph 3 on page 9.
MANAGEMENT REPORTING TO EXTERNAL PARTIES
It does not seem to be correct to say that "...reporting on internal control is
not a component of, or criterion for, effective internal control". We believe
that public reporting does enhance the overall control environment and that the
reporting process is part of the system of internal control.

The suggestion that the scope of the report should focus specifically on
"controls over published financial statements" weakens the internal control
framework. After presenting a comprehensive discussion on internal control and
all of its components, the exposure draft attempts to limit management's
responsibility only to financial reporting controls our published statements.
To have an effective framework which will be acceptable to all, the reporting
process should not be limited to only financial controls.
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The discussion on "Future Periods" appears to be overemphasized. The exposure
draft attempts to deny responsibility for future events.
It is important to
understand that management is responsible for the control environment and will
be held accountable.
OTHER OBSERVATION
The first sentence in Part 1, page 12 regarding "management integrity" should
be stated in a positive manner: "Management has the ability to provide open
communication to foster a strong internal control system to insure that the
entity's objectives are met."
The Executive Summary will be the focal point of the document for many readers.,
This section should provide a clear and concise summary of the important issues
within the document. The information should be presented in a logical manner
and include only the substantive issues. The investment of additional time to
make this section the strongest part of the document will yield substantial
benefits in generating support for the overall effort.

Sincerely,

NYNEX Corporation
1113 Westchester Avenue White Plains NY 10604 3510
914 644 6404

Dwight A Kellogg
Vice President and Comptroller

NYNEX
June 11, 1991

Committee of Sponsoring Organizations of the
Treadway Commission
1211 Avenue of the Americas, 6th Floor
New York, NY 10036
Dear Sirs:

NYNEX appreciates the opportunity to participate in this project and supports
the efforts of the Committee of Sponsoring Organizations of the Treadway
Commission (COSO) to amplify the importance of internal control.
Like many
other organizations, we would prefer to voluntarily evaluate and report on our
own system of internal control, rather than submit to additional legislative
mandates. NYNEX believes that through our own self-evaluation, we comply with
both the spirit and the letter of current laws, standards and guidelines,
including all regulatory requirements. In addition, our review will foster
operational efficiency and promote observance of company policies and
practices.
As mentioned in the previous paragraph, the intention of the study was to
heighten the awareness of the importance of internal control. In the past,
the evaluative process required by the management of each organization was
rarely discussed in any of the written material on internal control. The
missing element has been a comprehensive philosophy which links the
traditional perception of internal control with the need for a pervasive
awareness throughout an organization. NYNEX agrees with the need for a
philosophy and the resulting awareness. However, we are concerned with the
ability to link the COSO document to the previously published standards and
guidelines.
For example, the Foreign Corrupt Practices Act of 1977 (FCPA)
clearly sets forth certain requirements for internal control. These specific
requirements should be part of management's awareness and, therefore,
incorporated into the main part of the text.

In addition, the auditing profession follows the Statement of Auditing
Standards (SAS) #55 (Consideration of the Internal Control Structure in a
Financial Statement Audit). This document provides guidance for implementing
one of the auditing standards of fieldwork, the evaluation of internal
control. Although SAS #55 is written for auditors, management also needs to
be cognizant of the prescribed auditing standards and, therefore, incorporate
these standards in the self-evaluation process. As in the case of the FCPA
and many other previously written documents, the COSO draft does not
specifically mention the standards as required under SAS #55. NYNEX believes
a brief, authoritative description of the existing definitions, guidelines and
legal requirements is needed. Furthermore, a discussion of how these elements
relate to the proposed COSO framework will provide the necessary linkage.
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The COSO framework presents many useful concepts, such as the nine components
of internal control. These concepts are important and help the reader
understand how internal control is an integral part of an organization.
Although each component is discussed in a separate chapter, our concern is
that these lengthy discussions detract from the importance of the document.
During the past few months, we have requested several different organizations
within NYNEX to review the COSO draft and to provide us with their comments.
One common comment was that it was a very difficult document to read in its
entirety. Another equally common comment was that the Executive Summary was
very informative and relevant to each organization. Based upon these
comments, NYNEX recommends that the final document be much more concise, so
that it may be utilized to the fullest extent by its various readers.

Throughout the document, there is an emphasis that internal control is only as
effective as the people who are managing the entity and who are actually
performing the daily functions. The COSO framework provides several reasons
why controls break down. NYNEX agrees with these explanations. However, we
suggest that additional discussions be included relative to the significant
impact corporate reorganizations could have on existing controls. Although
this discussion could be captured under the "Managing Change" component, NYNEX
would like to see this concern further developed.
NYNEX suggests that the traditional definition of internal control be
reconsidered. In the past, the AICPA published a definition which easily
allowed controls to be broken down into internal accounting controls and
administrative controls. It is unclear to us why that definition is no longer
appropriate. By changing the basic definition to one which emphasizes the
"achievement of objectives", it gives the impression that failing to achieve
all objectives is a breakdown of control. This might not be the case in
instances where management internally sets unrealistic objectives. If this is
the definition which will be in the final document, perhaps it would be best
to modify the phrase first discussed on page 3 to read, "achievement of
objectives as mandated through laws, regulations and guidelines of various
governing entities".

In addition, the proposed definition could confuse management strategy with
internal control. The decisions of management are not generally a control.
Management strategy cannot be audited yet the proposed definition gives the
impression that all decisions can be reviewed or audited. We agree that the
environment, ethics and all the other components of internal control can be
reviewed, but not the actual decisions made by management. Therefore, NYNEX
recommends that the traditional definition be reconsidered and that this be
the basis to heighten the awareness of internal control.

- 3 Finally, NYNEX suggests that the Management Report to External Parties follow
the guidelines as recommended in the Report of the National Commission on
Fraudulent Financial Reporting (Treadway Report). We do not think that the
proposed Management Report to External Parties should specifically limit the
types of controls which are included in the review, as is suggested in the
COSO framework. This format gives the perception that the remaining controls,
i.e.. compliance and operational controls, are not as important as the
financial reporting controls. Also, we believe that there needs to be a
specific statement that the review of internal control helps ensure that the
statements are prepared in accordance with generally accepted accounting
principles and extends over the time period covered by the financial
statements.

NYNEX acknowledges the significant efforts in preparing this framework and
supports the philosophy presented in this document. We welcome any discussion
of our comments and we look forward to the publication of the final framework.

D. A. Kellogg

AMERITECH
AMERICAN INFORMATION TECHNOLOGIES

BETTY F. ELLIOTT
Vice President
and Comptroller

30 South Wacker Drive
Chicago, Illinois 60606
312/750-5250

June 13, 1991

Committee of Sponsoring Organizations
of the Treadway Commission (COSO)
1211 Avenue of the Americas, 6th floor
New York, NY 10036-8775

This letter is submitted by Ameritech and its subsidiaries in response
to the Committee's request for comment on its exposure draft entitled
"INTERNAL CONTROL-INTEGRATED FRAMEWORK".
The purpose of the framework
is to provide a common ground for mutual understanding of internal
control by all interested parties, and to provide criteria against which
all entities can assess and, where necessary, identify areas where they
can improve internal controls.
Ameritech has responded to the issues of concern identified by the
Financial Executives Research Foundation.
A complete copy of our
response is attached.
In summary, we agree generally with the
recommendations of COSO and would support its implementation.

We appreciate the opportunity to offer our comments to the COSO. If you
have any questions or comments, please contact Mr. Bruce Adamec, General
Auditor at (312)750-5194.

Respectfully submitted,

Attachment

INTERNAL CONTROL-INTEGRATED FRAMEWORK
AMERITECH COMMENTS ON EXPOSURE DRAFT

I.

GENERAL

The "Internal Control-Integrated Framework" for the first time, provides
a common definition of internal controls; the 9 components included in
the definition are a meaningful standard for comparison.
We believe that
each of the sponsoring organizations should agree to adopt this definition
of internal control before the exposure draft of the COSO is issued. This
would ensure that all relevant parties would be working with a consensus
definition and the aspects of evaluating the nine components would be
well understood.
Eliminating definitional differences would allow focus
on the real issue, which is the evaluation of the system of internal
control.
The tools presented in the appendices are thought-provoking and useful.
The final report should
emphasize that these tools are not all-inclusive,
and should be used only as a reference. Appendix C should also be labeled
more clearly to allow the reader to more fully understand the purpose of
these tools. The following specific comments also should be considered.

II.

DEFINITION
A.

Should the definition of internal control be broad enough to cover
the management control process, as currently reflected in the report,
or should the definition be narrowed to limit the concept of internal
control to controls over the accounting for financial reporting?

The definition of internal control should be broad enough to cover the
management control process.
Incentives and opportunities for
fraudulent financial reporting exist throughout the entire entity, since
financial reporting responsibilities extend beyond the traditional
accounting and financial organizations.
When establishing a system of
internal controls, an atmosphere of integrity and ethical values should
begin at the top and permeate the whole organization.
If only the
financial control process were covered by the definition for internal
control, it might imply that internal controls should only apply to the
financial organization.
Further, the definition provides a good business
practice framework for meeting non-financial as well as financial
objectives of the enterprise.
B.

A number of respondents have expressed concern that the definition
is silent with regard to compliance with applicable laws, regulations,
and ethical standards.
Others believe that the definition should be
silent.

The definition of internal control should include a statement regarding
compliance with applicable laws, regulations and ethical standards.
The
definition would be modified to read "Internal control is the process by
which an entity's board of directors, management and/or other
personnel obtain reasonable assurance as to achievement of specified
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objectives, including but not limited to compliance with applicable laws,
regulations, and ethical standards.......... "
It is management’s responsibility to ensure that the entity complies with
applicable standards.
It could be argued that this should be inherent in
the statement of "specified objectives", but due to the critical nature of
the subject, and to avoid ambiguity, it should be explicitly stated.

III. COMPONENTS

A. Are the nine components detailed in the report the appropriate way
to view internal controls?
Could the components be reduced to four
or five since some of the nine components are subsets of one or more
of the other components.?
The pyramidal structure used to display the control components in this
report identifies Communication and Managing Change interwoven
throughout the process.
Integrity, ethics, and competence are the
bedrock upon which the control system is based and the effectiveness of
the remaining components are dependent in large measure upon these
three. While these components could logically fit well into other existing
components, listing them separately increases the projection of their
importance.
For example, Communication could easily be included within
Objectives, and Managing Change might be viewed as inherent in Risk
Assessment, Monitoring, as well as Control Environment.
Management
would not be encouraged to evaluate these components as fully or
objectively if they were included only as underlying assumptions.
Further, stating them separately removes ambiguity as to their purpose
and role in the internal control system. As stated earlier, we believe that
it is important for each of the sponsoring organizations to agree to adopt
the COSO definition of Internal Control in its literature and standards
before the COSO framework is issued.

B.

Some suggest that competence, skills, education, and training are as
important to internal controls as are integrity and ethical values;
should these items be listed as a separate component?
Or treated with
"Integrity and Ethical Values" as part of a discussion as a "condition
precedent" to the effective operation of any internal control systems?

Skills, education, and training should
not be listed as separate
components.
Competence is currently included in the first component,
along with integrity and ethical values, and should
reflect skills,
education and training.
As stated above, Competence is a bedrock
component, coupled with "Integrity and Ethics", to the success of internal
controls and therefore, should remain explicitly listed as an integral
part of this component.
C.

Will the proposed framework of components and evaluation tools be
useful to entities in developing a self-assessment of internal
controls?

2
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The tools provided in Appendix C are thought-provoking and
comprehensive and can be used as a reference for a thorough internal
control evaluation.
As such, it would be useful in gaining an
understanding of the control environment. However, as conditions
change, these tools must change, as they will become obsolete. Given this,
they should be published only as a guideline, not a checklist for
compliance.
In addition, the reference manual might be viewed
erroneously by a user as exhaustive.
This may inhibit creativity and
stifle new ideas.
In any event, disclaimers should be prominently
exhibited in Appendix C to provide proper perspective on the use of the
tools.
IV. REPORTING TO EXTERNAL PARTIES

A.

The report dedicates a separate section to management reporting to
external parties. Some believe that this places too much emphasis on
public reporting, and should be reduced to a minimal presentation as
sub-sections of other chapters. Others believe that the subject of
management reporting to external parties is of sufficient importance
to warrant presentation in a separate chapter.
What are your views
on this matter?

In keeping with the intent of this project, to provide a framework to
ensure consistency among companies, reporting to external parties
should be retained as a separate chapter.
It creates a standard of
reporting, along with criteria to measure against, providing a better
understanding of an entity's evaluation of internal controls.
The
standard content of the report will educate the reader and advise the
reader as to the status of internal controls in the entity.
B.

Ameritech comment concerning COSO position on management
reporting of internal controls to external parties.

We support reporting as of a fiscal year end. The Report of Management
should be flexible to allow management the option to discuss the internal
control system for the entire period or to discuss recommendations of the
auditors to improve the system of internal controls.
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Robert D. Huth
Executive Vice President
chief Financial Officer

COSO Committee
1211 Avenue of the Americas
New York, New York 10036

Several members of Melville Corporation's management have
reviewed with interest the exposure draft issued by the Committee of
Sponsoring Organizations of the Treadway Commission entitled Internal
Control-Integrated Framework. We believe that the proposed framework
and evaluation tools included within the exposure draft provide an
important step toward enabling Corporations to make a self-assessment
of their Internal Control environment as well as the related Internal
Control systems and procedures. We are pleased to offer our comments
regarding the specific issues which have been raised to date in
addition
to
offering
several suggestions for the Committee's
consideration.
Definition

We support the broad definition of Internal Controls which is
offered in the exposure draft.
There are numerous instances of
business
failures which can be cited which resulted from the
breakdown of the management control process. Therefore, we feel that
limiting the definition to strictly those controls over the Financial
Reporting process is too narrow in scope.
We do not believe that the definition needs to be
include compliance with applicable laws, regulations
standards.
We
feel that the current reference to
foundation for Internal Control which includes integrity
values is sufficient and it is inherently understood
foundation would include compliance with applicable laws,
and ethical standards.

expanded to
and ethical
building a
and ethical
that such a
regulations

Components

It is our opinion that the number of components presently
identified should be reduced in order to simplify the document and
improve upon its usefulness as a tool for self-evaluation. In
addition,
as the exposure draft correctly points out, present
components are not equal in importance and in many cases interrelate
with others.

Melville Corporation, One Theall Road, Rye, New York 10580, (914) 925-4000 Fax (914) 925-4026

We believe that the components could be categorized into three
basic processes as follows:

Development of a foundation for a strong
Internal Control Environment.

1.

a)
b)
c)
d)
e)
2.

Integrity, ethical values and competence.
Training and education.
Control environment.
Communication.
Company-wide objectives.

Implementation of specific control procedures
and information systems.
a) Specific activity objectives.
b) Control procedures.
c) Information systems.

3)

Maintenance of the Internal Control Environment
Systems and Procedures.
a) Managing change.
b) Risk Assessment.
c) Monitoring.

The present components should still retain their separate
identity as a sub-set within each of the three major processes.
Please note that we have made two modifications to the present
components which are included as subsets above.
We agree that
training and education is important enough to split out as a separate
component to building a proper foundation for Internal Control. In
addition, we believe that the objective component should be split
between the establishment of company-wide objectives, which are part
of developing a proper foundation for a strong control environment,
and activity objectives which are part of the implementation process.
Reporting to External Parties

We believe that
the subject of management reporting
to
externalparties is outside
of the scope of this project
and
therefore is given too much attention by devoting an entire chapter
to
the
subject. Wesuggest that
the subject be reduced by
incorporating it into the other chapters or eliminating it entirely.
We believe that this step will help to simplify the report and
enhance its usefulness.
Effectiveness of the Report
We
beginning
Controls.

believe that the proposed
in the development of a

framework represents a useful
self-assessment of Internal

We find the guidance offered in the area of developing a proper
foundation in order for Senior Management to exert the influences
necessary for the proper design, implementation and monitoring of
Internal Control Systems and procedures to be particularly useful.
It is our opinion that the appendix offered for developing proper
control procedures could be strengthened by providing guidance for
the evaluation of the effectiveness of the stated procedures. For
example, there is not enough emphasis on providing for the proper
segregation
of
duties
when developing the control procedures
necessary to meet the objectives established for the activity.

We support the development of the framework for Internal
Control and hope that our comments will be useful to the Committee in
completing the project. We would be happy to discuss this letter in
more detail if the Committee needs to do so.

Very truly yours,

Robert D. Huth

June 6, 1991
Mr. Thomas E. Powell
Director of Professional Practices
The Institute of Internal Auditors
249 Maitland Avenue
Altamonte Springs, FL 32701-4201

Dear Mr. Powell:
Re:

Exposure Draft "Internal Control—Integrated
Framework”

We have reviewed the subject draft issued by the Committee
of Sponsoring Organizations (COSO) of the Treadway
Commission. To put our response to the Exposure Draft in
perspective, Eastman Kodak Company has a well developed
internal audit function existing for a number of years.
The practice of internal auditing within the company has
been an effective resource to management in providing
assurance that a suitable level on internal control is
achieved and for suggesting operational and control
improvements. Given this perspective, the thoughts that
follow are our response to the Specific Matters for Comment
solicited in COSO's March 21, 1991 letter.

Definition: Although the subject of the Exposure Draft is
internal control, it is important to keep the perspective
that internal control is but one of many processes for
which management is responsible. (The "Internal control
failures" noted on Page 8 could be the result of the
breakdown of many processes, not just internal control.)
This balance is important for gaining overall acceptance
of the Commission's work. Although internal control does
pervade all activities in an organization, the successful
performance of many business processes is vital to the
success of an organization. Internal control is not the
most critical process. The attribute that makes internal
control unique from other business processes is that it is
a tool required by management to ensure the other business
processes are effectively monitored and governed. This
point does not readily appear in the Exposure Draft.

EASTMAN KODAK COMPANY • 343 STATE STREET • ROCHESTER, NEW YORK 14650

PROFESSIONAL PRACTICES

Mr. Thomas E. Powell, CIA—2
June 6, 1991

Components: Many of the components in the Draft relate to
a variety of business practices and are not necessarily
unique to internal control. We suggest that components
only be included if they are directly linked to the
contribution they make to internal control. As currently
worded, several components are too generic to permit
such a linkage. They describe, in our view, important
elements in the management process rather than being
unique to internal control. Of the list of nine, we would
advocate identifying only 1 (Integrity, Ethical Values
and Competence), 5 (Information Systems), 6 (Control
Procedures) and 9 (Monitoring) as internal control
components. The last three components (i.e., 5, 6, 9)
should be defined more specifically in how they contribute
to providing a suitable internal control environment.

Evaluation: Within an established company having an
external board of directors, an external audit firm and
an internal audit staff, a framework for internal control
already exists. Most, if not all, of the methods and
techniques noted in the Draft are employed within Kodak.
Therefore, the evaluation techniques may have pertinence
with a newly established or an acquired company. The
techniques might also assist an existing enterprise that
does not have either an external board of directors,
external audit, an internal audit staff or an effective
internal control system. Given our established and
successful audit practice and the effectiveness of the
internal control environment existing at Eastman Kodak,
subjecting the organization to a redundant analysis would
be non-value adding.

Management Reporting to External Parties: In its
Annual Report, Kodak devotes considerable attention
to management's responsibility for preparing accurate
financial statements. Noted are references to the
company's policies regarding ethics and conducting business
in an environment, "above reproach". The Report indicates
the company is following generally accepted accounting
principles in preparing financial statements which are
attested to by the company's external auditors. It is also
noted the company maintains an extensive system of internal
controls that are monitored through a comprehensive
internal audit program and the General Auditor meets
periodically with the external Audit Committee. We do
not see the need to have further embellishment. For those
organizations not providing the same level of assurance
or having the essential components of internal control
(e.g., an external Board of Directors, a review of
financial statements by external auditors or an internal
audit function), the suggestions relating to management
reporting would seem to be applicable.
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Mr. Thomas E. Powell, CIA—3
June 6, 1991

In summary, we understand the framework for which the
Exposure Draft was prepared must be necessarily broad
given the intended audience. The Exposure Draft is very
comprehensive in its presentation of the various aspects
of internal control. There is obviously a need in certain
organizations to have greater awareness of and attention
paid to the credibility of a company's reported financial
results. In the Exposure Draft's attention to internal
control detail, this message may be lost or at least
intimidating. Perspective must be maintained in describing
internal control requirements in light of other important
business processes that also require management focus. To
a company having an established and fundamentally sound
internal control framework, there is little that is new.
Of some concern is that additional requirements may be
imposed on companies that are already conforming to the
tenants outlined in the Exposure Draft. Such initiatives
would not be looked upon with favor given that little, if
any, shareholder value would be added.
We thank you for the opportunity to respond.

Sincerely

DLV:gar

0409R-5D

David L. Vigren
General Auditor
Corporate Auditing Department

Automatic Data Processing, Inc.

One ADP Boulevard
Roseland New Jersey 07068-1728
201 994-5000

June 10, 1991

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas, 6th Floor
New York, New York 10036-8775
Gentlemen:

Thank you for the opportunity to comment on the March 12, 1991 Exposure Draft of
"Internal Control - Integrated Framework".

We believe there is a legitimate need for a common framework for public companies
reporting on their system of internal control as it relates to the preparation of
published financial statements...but we respectfully submit that the issuance of a
340 page "cookbook" document is the wrong way to accomplish this goal. Unless
more narrowly focused we believe that this document will end up requiring costly
and onerous documentation procedures while providing limited value to its users.
This burden of costs with little benefit would contribute towards making U.S.
companies and capital markets less competitive than they are today.
We believe that the exposure draft is flawed principally in the following areas:
-

To be useful the final report should be narrowly focused on financial
reporting and those areas of internal control directly impacting financial
reporting. The exposure draft deals broadly wit
h the concept of internal
control and then somewhat illogically shifts to a more narrow focus on
control over financial reporting. It also does not differentiate on the
overlaps between operational and financial controls.

-

Appendix C contains a substantial amount of detail on evaluation tools
regarding certain areas of internal control. However, since the business
facts and circumstances and the resultant internal control systems will
appropriately vary significantly from company to company, there is no set of
procedures...no matter how detailed...that can have universal applicability.
While these pages may be intended to be illustrative, they seem more like
unnecessary clutter.

In summary - the need for broad guidance for public companies reporting on the
internal control systems behind their financial reporting is real.
In order to
effectively do this, however, the document must be narrowly focused on the area of
financial reporting...while at the same time broadly dealing with those general
principles that have universal applicability.
Sincerely yours,

Arthur F. Weinbach
Senior Vice President
Finance & Administration

Richard J. Haviland
Corporate Controller

Unocal Corporation
1201 West 5th Street, P. O. Box 7600
Los Angeles, California 90051

UNOCAL76
June 13, 1991

Charles S. McDowell
Vice President and
Comptroller

Committee of Sponsoring
Organizations of the
Treadway Commission
1211 Avenue of the Americas
6th Floor
New York, NY 10036-8775

Gentlemen:
We have the following comments to offer on your Internal
Control - Integrated Framework Exposure Draft dated March 12,
1991.
We commend the work your group has done to identify the
various facets of internal control companies must address.
However, because the current Exposure Draft is so broad we
question the practical value it will provide to preparers of
financial statements and the various rule making bodies who
are dealing with this issue. It seems to us that a narrower
definition of internal control confined to accounting and
financial reporting would be more beneficial.

We can envision that if this document is finalized in its
present form it may be indiscriminately relied upon by
lawmakers and others as a set of minimum controls to be
adhered to by preparers of financial statements. As the
controls enumerated extend far beyond just those required for
reliable financial reporting, companies may become
unnecessarily burdened with control requirements. The related
increased costs for most companies could easily exceed any
benefits that may be derived.
With respect to management’s report on internal controls, we
believe the frame of reference for reporting should again be
a more focused set of standards than those presently
reflected in the Exposure Draft.
We appreciate the opportunity to provide our comments on this
important subject.

Very truly yours,

June 14, 1991

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas, 6th Floor
New York, N.Y. 10036-8775
Gentlemen:

Texaco is pleased to offer its comments on the Committee’s Exposure Draft
(ED) on internal control. The Company agrees that some added guidance from
private sector organizations, such as the Committee, is advisable in light
of the need to foster the widest possible acceptance of the concepts
contained in the Treadway Commission's Report. Moreover, Texaco believes it
is better to let the private sector prepare the appropriate guidelines then
to have Congress create still more laws on this subject.
While Texaco agrees with the overall thrust of the ED, the Company proposes
that the Committee's report draw a clear distinction between "internal
controls" relating to procedures for effective internal control systems and
a "control environment" which relates to management's philosophy and
Effective internal control
practices in obtaining its control objectives.
systems are procedures which can provide tangible checks against fraudulent
activities and support financial reporting controls.
Integrity, ethical
values and competence are essential considerations for management in
carrying out its objectives. However, the "control environment" established
by management is not a subject for rule making.
For any guidelines established, allowance should be made for the sizes and
diverse business activities of organizations in determining what constitutes
a significant problem or fault in internal controls within a given entity.
Rules that make the occurrence of the most immaterial of offenses a
determinant that the system of internal control has failed should not be
created.

Texaco agrees with the Committee that an entity's various levels of
management should obtain reasonable assurance as to achievement of specified
objectives which are within the control of management.
The specified
objectives defined as relating to operations, financial reporting, and
compliance
with
laws
and
regulations,
should
also
include
the
objective of safeguarding of company assets, which is consistent with The
Institute of Internal Auditors' Standards for the Professional Practice of
Internal Auditing.

The ED indicates that internal control, at least to some degree, is the
responsibility of everyone in an entity and, therefore, should be included
(explicitly or implicitly) in every employee's job description.
The roles
and responsibilities of all personnel should be well defined and properly
communicated. Texaco recognizes that an organization’s environment reflects
the integrity, values and competence of its people, and influences to a
great extent the effectiveness with which internal control systems work.
Internal controls are designed and implemented by people and in that regard,
every employee is either directly or indirectly involved in the internal
control process.
It should be realized that an entity's internal control
system transcends the ethical values and competence of its work force and in
effect develops an existence of its own.
While it is recognized that
internal control system warnings can be thwarted by collusion of employees
or by higher level management indifference, nevertheless, the setting of a
proper organizational work environment will help to ensure that a
well-designed control system will continue to function properly.
In the ED, the Committee also discusses the role financial analysts may have
in the enhancement of internal controls.
The document further suggests
that analysts can provide insights on factors such as industry and economic
risks, innovation or financing strategies, and industry trends that directly
affect management's objectives and policies.
While Texaco concurs that
analysts can provide meaningful recommendations on business strategies, the
Company questions whether these same analysts are particularly schooled in
the analysis or development of ideas on maintaining or improving internal
control.

Texaco commends the Committee for its discussion concerning monitoring
internal control systems and risk assessments and the related cost/benefit
dilemma.
The Company concurs that it is essential that the current
performance of controls and their adequacy over time must be monitored and
risks potentially affecting achievement of objectives must be identified,
analyzed and acted upon.
The Company endorses the notion that both risk
assessment and evaluation should include performing a cost/benefit analysis
to ensure that costs expended for specific internal controls do not exceed
the benefits derived.
The opportunity to comment is appreciated.

Very truly yours,

PJL:eh

FINANCIAL EXECUTIVES
INSTITUTE

Joseph A. Sciarrino
Vice President and Technical Director

June 17, 1991

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas
6th Floor
New York, New York 10036-8775
Gentlemen:

The Committee on Corporate Reporting (CCR) of Financial Executives
Institute (FEI) welcomes the opportunity to comment on the exposure
draft (ED), "Internal Control - Integrated Framework," dated March
12, 1991.
We appreciate the Committee's efforts to develop a
unified definition of internal control and to provide management
with additional guidance in assessing the effectiveness of their
system of internal controls.*
CCR recognizes that this project has important implications and
that the proposal can provide a basic conceptual framework for
developing, maintaining, and monitoring an internal control system
for management planning and control purposes.
While the core
definition in the ED (page 51) is essentially consistent with the
pervasive nature of the environment that business must operate in
today, we are concerned that this definition is too broad and all
encompassing to be useful as a basis for reporting on internal
controls.
In view of recent proposals relating to such reporting, CCR urges
that the final report make it quite clear, that for purposes of
preparing and issuing financial statements and reports, the
appropriate definition of internal control is the definition of
internal control over financial reporting as listed in Chapter 5,
pages 52-53.

* This effort is consistent with the recommendation in the 1987
Report of the National Commission on Fraudulent Financial
Reporting.
(Treadway Commission)
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We further recommend that rationale similar to that presented in
the first paragraph under Scope of Report on page 144 of Chapter
15, dealing with management reporting be included in Chapter 5 to
clarify and support the definition of internal control for
financial reporting.

The ED identifies the essential components of a system of internal
controls and provides criteria that can be used to determine
whether an internal control process is effective. We agree that
evaluations and monitoring of these components can provide a
reasonable basis for determining strengths and deficiencies.
However, we believe each chapter on the components should clearly
explain how the subject component directly relates to financial
reporting. In addition, we believe that many proven, fundamental
financial reporting control principles from existing literature
need to be discussed and reinforced. Chapter 8 (page 82) takes a
step in this direction by delineating the objectives of financial
reporting.

We also believe that internal controls should be built into the
infrastructure of an enterprise. The built-in versus the "buildon” theory is critical to business success in today's environment.
Although the ED provides useful guidance on the application of
internal controls, it is important to recognize that no amount of
guidance can assure that fraudulent transactions or, even business
failures, will not occur.
This is illustrated by the fact that integrity and ethical values
are critically important to the success of an internal control
system, but they are necessarily based on the honesty of
individuals within an organization. Yet, despite their importance,
it is difficult, if not impossible to measure or monitor these
qualities and values. While the ED briefly discusses this issue,
we believe that this discussion should be expanded to include a
strong message that only reasonable assurance, not guarantees, can
be given with even the most sophisticated systems of internal
controls.

The ED contains a series of evaluation tools or questionnaires
which "may” be used in evaluating an entity's system of internal
control. We are concerned that their inclusion in the final report
is likely to create practical difficulties as they may
inadvertently establish regulatory or legal standards for the scope
of work to be performed and the level of detail required to
properly document and evaluate statements made in reports by
management.

Committee of Sponsoring Organizations
Page Three

June 17, 1991

Further, the tools may not be applicable to certain enterprises or
be insufficient for others in specialized industries.
These
"tools” should be published as a separate report as useful examples
or in the form of a case study.

Chapter 15 of the ED deals with, but takes no position on,
management reporting to external parties.
Since the purpose of
financial statements and related public reporting processes are
intended to provide investors with meaningful disclosures about the
enterprise’s financial condition and results of operations, we
believe it is appropriate to recommend that management report on
the adequacy of their system of internal controls over the
preparation of the financial statements.
We agree with COSO's
position that any expansion of such reports to encompass the entire
management planning and control process as defined in the ED
(including compliance and operational issues), will not be
practical, cost effective, nor meaningful to investors.

While the establishment, evaluation and enhancement of internal
control systems is necessarily a dynamic, on-going process,
managements' reporting on internal controls over preparation of
financial statements should be as of a specific point in time,
g. , the fiscal year end.
e.
We recognize that in complex,
geographically dispersed enterprises, reviews and tests of internal
control processes will of necessity be spread out over many months
and, in some cases, over several years on a rotating basis.
However, the practical aspects of the evaluation should not
preclude management from reporting as to the best of their
knowledge and ability at a given point in time.

Page 156 of the ED provides basic guidance relative to the contents
of management reports on internal control over the preparation of
financial statements and offers a draft of a proposed report to
illustrate these guidelines.
CCR is opposed to including the
illustrative report as the example could result in this specific
report becoming the standard or even a required report. We believe
the guidance provided should not include an illustrative report,
because this could limit content and become meaningless
"boilerplate.” We strongly urge that the draft report be
eliminated.
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We recognize that the public has high expectations with regard to
the independent auditors’ roles in attesting to the adequacy of
financial statements and disclosures. Moreover, senior corporate
managements and audit committees are generally under the impression
that an audit conducted in accordance with GAAS includes a review
of the internal controls over the preparation of financial
statements. Hence they believe that the auditor is in a position
to express an opinion on the adequacy of the controls or to, at
least express concurrence with management's opinion.

Since this is not necessarily the case, because auditors are not
required to review or test controls on which they choose not to
rely, there is a gap between actual practice and expectation, and
the AICPA should act to close this gap. Specifically, we believe
the Auditing Standards Board (ASB) should proceed to implement the
recommendation of the Treadway Commission that the auditor's
standard report be revised to describe the extent to which the
auditor has reviewed and evaluated the system of internal control
over financial reporting.
However, we recommend that the ASB's
review focus on cost/benefit considerations with representatives
of the business community actively participating in the dialogue.

CCR also has concerns that the COSO ED could lead to a greater
expectation gap by implying that the auditor should attest to or
report on the broader system of controls for management planning
and control purposes. Given their training and experience, most
public accounting professionals are not, and can not be expected
to be, qualified to address the adequacy of the overall management
planning and control processes. We further believe that extension
of the independent public accountants’ responsibilities into the
businesses management processes will eventually raise even more
public and regulatory concerns about auditor independence.
In conclusion, CCR supports this worthwhile effort and believes
that the authors of the ED should be commended. However, we are
concerned that the organization of the material mixes broad
management processes with the proposed components of internal
control over financial statements.
We believe that the writing
style is too academic and much too long. Also, the ED seems to
dictate practices, instead of conveying principles, e.g., on pages
72 and 104 the word "must” is used numerous times stating certain
actions must take place.
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We recognize the need to deal with conceptual issues, however, if
corporate management is expected to read and use this document, it
will need to be more concise, better organized and to the point.
Accordingly, we strongly recommend that professional business
report writers be engaged to edit, reorganize and rewrite the final
report.

CCR is pleased to provide these comments on the ED and we look
forward to the final report. Please do not hesitate to contact us
if you need any additional information or have any questions on the
above.

Sincerely,

J. A. Sciarrino

JAS/afc
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We have read with a lot of interest the rough-draft exposition that "Internal
Control-Integrated Framework” sent us. We heaven made the translation to Spa
nish, for wath we ask you to notify us any modification made to the document so we can do did necessary changed.

We recognized and congratulate you for the great task you have developed and
we understand the important of the document we are refering to, since we con
sider that it transctents the ambit of the internal auditor’s office.
In relation to your information recuests included in your letter of april 30th,
1991, I will detail my comments:
1. - I agree with the definition of the internal control, including its nine
components. Once that details and the aspects its integration are known, I
think that internal control concept is clear and useful to any organizati
ve in all its level and as a consequence useful in the correspondent eva
luations.
2. - Definitively, after the concept of the rough-draft exposition are assimi
lated and understand, they will have the management departament to impro
ve the control in the activity of its respective interprises.

3. - I consider that the two concepts mentioned in your letter are a guide to
evaluate the adecuate of internal control, but they shall be completed
with those that satisfy the characteristics arid complexity of its organi
zation and structure in particular.

For those derks that are un change of making the control evaluation and
know display the activity of the enterprises, we do not think that a tes
ting period may reach higger benefits.
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4. - I consider that the good of the external part are different of the be
internal ones, but I will recornmend a separate study of both of them.

5. - I have realized that the extension context and presentation of the re
port, as an example to follow, is the adquate and that a series of
adecuations will be done in each enterprise in which it may be used.

Sincelery,

C.P. JESUS CANO BENITEZ
GERENTE DE AUDITORIA

COPY: THOMAS E. POWELL.- THE INSTITUTE OF INTERNAL AUDITORS.
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Juan M. Portal
Latin American District Director

The Institute of Internal Auditors

Coordinador Executive de Contraloria
Petroleos Mexicanos
Marina National ho. 329
Torre Administrative Piso 30
Mexico D.F. 11311

Mexico
5-531-6057

June 14,

1991

Committee of Sponsoring Organizations

of the Treadway Commission.
1211 Avenue of the Americas,

New York, N.Y.

Please

find

Internal

6Th Floor

10036-8775

enclosed

the

Control-Integrated

com
ments

of

the

exposure

draft

Framework issued by the Committee of

Sponsoring Organizations of the Treadway Commission.

Yours sincerely,

Juan Manuel Portal

copy to:

Thomas £. Powell, Director of Professional Practices,
The Institute of Internal Auditors.
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Juan M. Portal
Latin American District Director

The Institute of Internal Auditors

Coordinador Executive de Contralaria
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Marina Nacional No. 329
Torre Administrative Piso 30
Mexico D.F, 11311
Mexico
5-531-6057
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YOURS SINCERLY,

JUAN MANUEL PORTAL

cc.

Thomas E. Powell, Director of Professional Practices
The Institute of Internal Auditors.

Committee of

Sponsoring Organizations of the Treadway Commission
1211 Avenue of the Americas, 6th Floor, New York, NY 10036-8775 Telephone (212) 575-6656

June 26, 1991
To:

Richard M. Steinberg, Coopers & Lybrand
Howard Siers, Consultant
Project Advisory Council to COSO
P. Horman Roy, Financial Executives Institute
William G. Bishop, Institute of Internal Auditors
Louis Bisgay, National Association of Accountants

Gentlemen:

Attached is batch sixteen of comment letters containing ten
responses on the exposure draft, "Internal Control — Integrated
Approach.

Sincerely,

Thomas P. Kelley, CPA
Group Vice President
Professional

TPK:jmy
Enclosure

Robert L. May. Chairman
Representing the
American Institute of
Certified Public Accountants

Alvin A Arens
Representing the
American Accounting Association

William G. Bishop
Representing The
Institute of Internal Auditors

Thomas M. O'Toole
Representing the
National Association of Accountants

P. Norman Roy
Representing the
Financial Executives Institute

SALT RIVER PROJECT
POST OFFICE BOX 52025
PHOENIX, ARIZONA
85072-2025
(602) 236-5900

COSO Committee
1211 Avenue of the Americas
New York, New York 10036

May 31, 1991

Dear Sir:

We have reviewed the exposure draft on
Integrated Framework, dated March 12, 1991.

Internal

Control

We agree with the definition of internal control set forth and the
nine components which provide a basis for evaluating a company’s
internal control process and procedures.
We do not agree with
requiring external reporting to either other private institutions
or government agencies.
As in any company issuing investment
instruments, we are required to issue certified financial
statements, disclosure of any pending litigation, and independent
engineering opinions. This, we feel, provides reasonable assurance
to the investor.
The proposed framework is workable, but, many of the questions are
very subjective and would require opinions not necessarily based on
fact. Our Internal Audit group will be working with the evaluation
tools to develop our own internal self-assessment process.

Sincerely

Mark Bonsall
Associate General Manager,
Financial, Information, and Planning Services

American Electric Power
Service Corporation

1 Riverside Plaza
Columbus, OH 43215
614 223 1000

AMERICAN
ELECTRIC
POWER
Robert L. May, Chairman
Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas 6th Floor
New York, NY 10036-8775
June 13, 1991

Dear Mr. May:

The American Electric Power System, which comprises eight
electric utility operating companies serving seven million
people in seven east-central states, is pleased to provide
comments on the Internal Control-Integrated Framework Exposure
Draft prepared by the Committee of Sponsoring Organizations of
the Treadway Commission.

We feel that the definition of internal control developed by the
Committee is comprehensive, but that it goes beyond the scope of
internal controls as they relate to the prevention of fraudulent
financial reporting, which was the purpose of the Treadway
Commission recommendations. By defining internal control using
the broadest possible interpretation, including all operations,
financial reporting and compliance areas, the ability to
differentiate financial reporting controls from the others for
management reporting purposes becomes difficult, especially
since many controls overlap between the three areas and cannot
be evaluated separately as is acknowledged in the report. A
reader of a management report on internal controls over the
financial reporting process is not given any clearer idea of
what controls are covered by the report than existed prior to
this integrated guidance.
In fact, the reader may become
confused and assume certain controls were covered by the report
which in fact management didn't intend. We feel that this
guidance should more clearly define the internal controls which
are applicable to the financial reporting process and an attempt
needs to be made to give clearer guidance as to what is
considered an internal control weakness significant enough to be
reported.

We would like to provide our remarks on the specific matters for
comment as outlined in the March 12, 1991 letter from the
Committee of Sponsoring Organizations of the Treadway
Commission.

June 13, 1991
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1.

DEFINITION
As stated earlier, we feel the definition is comprehensive
but that it should relate to internal controls over the
financial reporting process only. We agree that the
definition should define internal control as a process
executed by people to accomplish specified objectives, but
to the extent that those processes, people, and objectives
deal with the financial reporting matters.

2.

COMPONENTS
The components listed as essential to effective internal
control are for the most part essential to operating any
kind of effective organization or program. For example,
effective communication is important in all aspects of
organizations and entities in order to prosper, not only
for effective internal controls. The same holds true for
managing changes, integrity and competence. These are
such pervasive ideas that they need not be treated as
components but should be understood that these need to
always exist if any endeavor is to be successful.

3.

EVALUATION

The evaluation process covering the three groups of
objectives: operations, financial reporting and
compliance, as mentioned in the report would require
extensive documentation and effort to complete which we
feel is not cost justified. The report further states
that if all nine criteria are satisfied, a conclusion can
be reached that the internal control system is effective.

We have several concerns regarding this evaluation.
First, there is no guidance as to what is considered
ineffective internal controls or material weaknesses in
internal controls. The analytical tools provide control
ideas, but there is no guidance as to what is required for
a positive evaluation of the effectiveness of internal
controls.
Second, we question who should be responsible for
performing this evaluation. Who is qualified to judge the
competence and ethical values of the management or the
board of directors? I am not sure it is possible to
obtain an objective evaluation of these components from
within the Company.

June 13, 1991
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4.

MANAGEMENT REPORT AND GUIDANCE MATERIAL

As stated earlier, we feel this report gives no clear
definition of internal controls which are required for
financial reporting purposes and in fact, blurs the
distinction further by including the larger definition of
internal controls in the same context.

Although we recognize that defining internal controls is a
necessary starting point and applaud the Committee for its
efforts, we feel this suggested management report will do
little, if anything, to reduce the incidence of fraudulent
financial reporting, which is one of the main purposes for this
initiative and it will do little to stave off legislative
initiatives attempting to require reporting on internal controls
by outside parties or external auditors. The report suggests a
process which will be followed, if required, by ethical
companies. Those predisposed to fraudulent financial reporting
will merely bypass the process. Thus, this recommended
management report only adds burden to those that are already in
general compliance and will do little to reduce the incidence of
fraudulent financial reporting. We urge the Committee of
Sponsoring Organizations to devote further attention to the
matter of how to reduce the incidence of fraudulent financial
reporting so that concerns of the congress could be addressed
without subjecting American businesses to possible further
legislated requirements.
Also, by defining internal control so broadly, we have given the
legislature an opportunity to use this broader definition for
any proposed requirement to issue a report on all internal
controls by outside parties, not just the financial reporting
controls. Such additional burden would be unnecessary and not
cost effective.

We thank you for allowing us an opportunity to express our views
on this subject.
Sincerely,

Richard A. Mueller
Director - Internal Audit

'

saskatchewan

chapter

The Institute
of Internal Auditors

Thomas E. Powell,
Director of Professional Practices,
The Institute of Internal Auditors,
249 Maitland Avenue,
Altamonte Springs,
Florida, U.S.A.
320701-4201
June 14, 1991
Dear Mr. Powell,
After reading the exposure draft (Internal Control - Integrated
Framework), I have the following comments:

1.

Proposed Definition of Internal Control
Format
The definition is appropriate except that planning is not
mentioned. Planning is a fundamental part of internal
control and should be explicitly stated. It helps to guide
all the components yet is separate from the process itself.

The two foundational components are not clearly stated, and
as a whole the presentation of all components can be
improved.
The components are logical but the order should be changed
to group similar components together. For example,
Information Systems is closely related to Communication and
should be presented as such.
In my opinion the definition should follow the following
format:
Internal Control is the planned process by which an
entity’s board of directors, management and or other
personnel within the organization obtain reasonable
assurance as to the achievement of specific goals.

Internal Control consists of nine interrelated
components of which the first two are foundational for
the others. The nine components are:

. . ./2
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1.

2.
3.
4.
5.
6.
7.
8.
9.

Integrity, ethical values, and
competence
Control environment
Establishment of objectives
Risk assessment
Control procedures
Managing change
Monitoring
Information systems
Communication

Inclusion of the Board of Directors
The Board of Directors is not involved in the day to day
operations of the entity, and I initially questioned their
inclusion in the definition.

Explicitly including the Board in the definition attempts to
establish some responsibility for internal controls with
them. It will also create an interest in the Internal
Control practices used and will encourage research into the
system to ensure it is working properly.

Based on the above, I believe the Board should be included.

2.

Control Concepts
The control concepts presented will provide a consistency of
approach across organizations. The specific definitions will
provide a guideline for individual examination of each
component.

3.

Evaluation Tools
The tools are generic and can be obtained from a number of
other sources. As such they should not be included in the
report as they merely add bulk.

4.

Management Reporting to External Parties
A discussion of management reporting to external parties is
a large enough subject that it should not be included as
part of this report. A separate study should be undertaken
to examine it, with consideration given to its timeliness.

3

5.

Length of the Report
The report is lengthy but on the whole provides adequate
details in needed areas. The length could be reduced by
eliminating the evaluation tools section. See above for the
comments related to inclusion of evaluation tools.

6.

Introduction
Understanding of the report would be enhanced with a short
preamble of the history behind the report (i.e. how it
relates to the Treadway Commission). An introductory
preamble would not add much to the bulk of the report but
would increase its effectiveness.

I hope the comments above will be of some help to you in the
analysis of the exposure draft.
Yours Truly,

Methodius M. Okrainetz
Vice President, Saskatchewan Chapter,
Institute of Internal Auditors,
Regina, Saskatchewan,
Canada
S4P 3C7

THE PROCTER & GAMBLE COMPANY
EXECUTIVE OFFICES
1 PROCTER & GAMBLE PLAZA, CINCINNATI.OHIO 45202-3315

June 14, 1991

Committee of Sponsoring Organizations of
the Treadway Commissions
1211 Avenue of the Americas, 6th Floor
New York City, NY 10036-8775
Gentlemen:

On behalf of the Procter & Gamble Company, we are forwarding comments on your
exposure draft (ED) entitled "Internal Control - Integrated Framework".

1.

Definition (Chapters 1 and 5): We agree with the broad definition of internal
controls that is applicable to not only financial reporting, but also to general
business operations and to compliance with applicable laws. It is all
encompassing and generally consistent with the pervasive nature of the control
environment within which corporate business operates today. Also, to attract
the widest possible readership, beyond merely the business financial community,
we believe it is necessary to address "internal controls" in the broad sense.

2.

Components (Chapters 1 through 5, and 14): We agree with the nine proposed
components. However, because of the attention focused in the recent years on
internal controls related to financial reporting, and statements in many Annual
Reports covering the objectives of these financial controls, we recommend that
each chapter on components should also explain briefly how the component is
likely to relate to financial reporting.

3.

Evaluation (Chapter 4, 6 through 14, and Appendix C): In response to your
request, P&G evaluates its internal controls through the following programs.
Each year, general managers and their financial managers of our profit centers
are required to complete a comprehensive questionnaire on Compliance With
Company Policies concerning payments, political contributions, accuracy of
company records, conflicts of interest and other internal control matters. This
is an annual self-assessment report by each organization which includes
exceptions, deviations and discrepancies. This report is supplemented by an
ongoing program of internal audits, performed by our Internal Audit
organization, both in the U.S. and abroad.

The evaluation tools in the 169 page, Appendix C should be very helpful for new
companies creating their own internal control policies and evaluation program;
and for established companies, including Procter & Gamble, in reviewing their
existing programs. They are properly positioned as illustrations and examples
of what may be relevant to a particular system, i.e. non-binding, voluntary
suggestions. We are concerned, however, that the specificity in Appendix C may
inadvertently establish regulatory or legal standards for the scope of work to
be performed and/or the level of documentation required by management and
independent auditors when making evaluations of all internal control systems.
Therefore, we recommend Appendix C be published as a separate booklet, perhaps
in the form of a case study.
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We further recommend including a bibliography in the Appendix, covering other
reference books and publications for readers seeking additional information on
internal controls. For example, this could include the separate evaluation
tools’ booklet proposed in the preceding paragraph.

4.

Management Reporting to External Parties (Chapter 15): A number of private,
legislative and regulatory proposals have been introduced recently regarding
management reporting on internal control. By contrast with the rest of the ED
which should stand up well over the passage of time, this is a controversial,
topical issue. The guidance material in the ED on what should and should not be
included in a management report may be outdated before the final version of this
report is even published, due to possible federal legislation or regulatory
(SEC) action. We recommend eliminating Chapter 15 from the report to insure
that the report receives the widest possible acceptance among regulators,
legislators, and the business community. This recommendation is also prompted
by the potential confusion in the proposed scope of the management report, i.e.
it is confined only to internal controls related to the preparation of the
financial statements, rather than the broad definition of internal controls
featured in the other fourteen chapters of the ED. This is discussed more fully
below.
Notwithstanding the above, if the Commission feels compelled to retain
Chapter 15 we recommend that
• A much stronger case must be made on why a management report should be limited
to internal controls related to preparation of financial statements. The fact
that the vast majority of currently published management reports follow this
practice, as stated in the fifth paragraph on page 143, is an inadequate
rationale — especially after the previous fourteen chapters emphasize the
broad definition of internal control We support the limited definition
approach, but feel the potential for confusion over this issue is a serious
deficiency in the current ED.
(We are not confident that even with a stronger
rationale, all confusion will be eliminated which is more reason for dropping
Chapter 15.)

• The illustrative example of a Management Report should be eliminated to remove
the implied endorsement of its contents. Examples are readily available in
the Annual Reports of many companies.

• Recommendations on the content of a management report should be dropped. In
keeping with the "voluntary guidance" tone elsewhere in the ED, this chapter
should be limited to descriptions of the various alternatives for
consideration, without endorsement of any particular items. At present,
endorsements are made only on some issues.
(For example, the "discussion of
specific elements”, beginning at the bottom of page 153, presents six elements
for consideration without endorsements, which we feel is appropriate. By
contrast, at the top of page 153, on the issue of whether a management report
should comment on the effectiveness of internal controls versus commenting on
only what they are designed to do, the report endorses the former.)
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• The frame of reference for making a management report, which may include
comments on the effectiveness of internal controls, should be guidelines
established by each corporate entity. We disagree with the view on page 156
that the standard against which an internal control system is measured should
be this COSO report. We agree with recent comments by the American Bar
Association that, "the determination as to the extent of a company’s internal
control mechanisms has always been left to the companies themselves because
they are in the best position to determine the degree of controls that are
reasonable under the circumstances and cost beneficial to the enterprise". It
is management's prerogative to determine what specific controls are
justifiable in relation to the burdens they impose on operating efficiency,
and these differ, especially between small and large companies.
In summary, the ED is entirely too long and potentially controversial to attract the
wide readership and endorsement sought from the business community, legislators, and
regulators alike. We had anticipated a much smaller, non-controversial booklet that
would be "user-friendly" not only to financial personnel, but to managers in the
other business disciplines. Again, we feel these goals would best be accomplished
by (1) eliminating Chapter 15, and (2) publishing Appendix C (which comprises 169
pages, on roughly one half of the ED) in a separate booklet — perhaps in case study
form.

We also feel the style of writing could be improved to make the final version more
concise with fewer long, academic-like sentences. This might best be accomplished
by employing professional report writers to make the final version shorter and more
readable, especially to the non-financial audience.

E. H. Eaton
Vice President and Comptroller
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CP&L
Carolina Power & Light Company
P. O. Box 1551 • Raleigh, N.C. 27602
(919) 546-7592

ROBERT A. DINUBILA
Manager - Audit Services

June 14, 1991

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas, 6th Floor
New York, New York 10036-8775
Dear Committee:
I am providing the following observations about your exposure draft titled
"Internal Control - Integrated Framework.” These comments are provided from my
perspective as an internal audit professional and the Director of Internal
Auditing at Carolina Power & Light Company.

This report is directed at corporate CEO’s, and regardless of the quality and
comprehensiveness of its content, it must be read by or at least get the
attention of corporate CEO’s. I do not believe that this audience will read a
14 page summary or a 44 page executive briefing. This exposure draft will not
effectively communicate with corporate CEO’s.

Overall the report effectively addresses the needed guidance on the definition
of internal control and provides excellent evaluation tools.
The following
comments relate to the contents of the exposure draft:

o I agree with the definition of internal control.
Consideration
should be given to combining some of the nine components; although,
the concepts embedded in these components are appropriate.
o I believe the evaluation tools contained in the exposure draft are
very well done and will provide an excellent basis for evaluating
internal control within an organization.
o I do not believe that the reporting on internal control by internal
or external parties should be an integral part of this report.
If properly communicated, this report will be of great value to all organizations
be they public or private.
Very truly yours,

Robert A. DiNubila
RAD/vbd

Arthur Andersen & Co.

69 West Washington Street

Chicago, Illinois 60602
(312) 580-0069

June 14, 1991

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas
6th Floor
New York, New York 10036-8775
Gentlemen:

This letter sets forth our views on the Committee of Sponsoring Organizations
of the Treadway Commission's (COSO) exposure draft dated March 12, 1991
entitled "Internal Control - Integrated Framework" (the Framework).

OVERALL COMMENTS
In general, we believe that the content of the Framework presents a
comprehensive basis for understanding the concept of internal control. The
presentation is very thorough and well thought out, and represents a useful
reference tool for those who are interested in internal control and need to
deal with assessing its adequacy and improving internal controls in their
organizations.
We believe that the internal control definition is intellectually sound, that
the internal control components are, for the most part, appropriate, and that
the evaluation methods and techniques presented in the Framework can be useful
in assessing internal control systems. We also agree generally with the
concepts discussed in the section dealing with management reporting to
external parties.
At the same time, however, we do believe the guidance can be improved. Our
general observations in this regard are presented below and our specific
comments with respect to each of the four issues for which comments were
specifically requested are provided later in this letter.

The Need for a Greater Operational Focus

While we believe that the content of the Framework is conceptually sound, we
are concerned that the value of the document may fall short of its real
potential for a number of significant reasons. First, while the Framework
attempts to characterize internal control in its broadest sense, including
controls over operations as well as financial reporting and compliance

160
Arthur Andersen & Co.
Committee of Sponsoring
Organizations

- 2 -

June 14, 1991

objectives, the Framework clearly emphasizes financial reporting objectives to
the detriment of operating objectives. As a result, we believe that the
document will be very difficult to embrace by boards of directors and senior
operating management. Without a commitment at the board of directors and
senior operating management levels, we are concerned that the Framework will
become "just another internal control study” relegated to internal auditors
and controllers for the limited purpose of financial reporting and compliance
issues. Conversely, we see a significant opportunity for the Framework to
become an important vehicle for boards of directors and senior operating
management to better understand the importance of internal controls over their
business operations and improve such controls in the pursuit of improved
business operations.
We believe a much stronger focus on the role that internal control can and
should play in achieving operating objectives will make a significant
contribution to obtaining the commitment of boards of directors and senior
operating management, and that this will lead to a much stronger commitment
throughout business organizations in general to the internal control concepts
discussed in the Framework. While the Framework attempts to integrate
operational objectives into the internal control definition, we are very
concerned that the lack of emphasis on operations will result in the failure
of boards of directors and senior operating management to take ownership of
the internal control framework within their organizations. The Framework
should not miss this opportunity to contribute in a very meaningful way to
improved quality and operations throughout business organizations.

Along this line, we note that the members of COSO, the Project Advisory
Council and the author of the Framework are all representatives of the
financial management and accounting communities. In order to enhance the
operational focus discussed in the preceding paragraph, we suggest that
specific, operationally oriented input be obtained through consultation with
selected individuals having significant operating management experience.
Likewise, we suggest that input be solicited from in-house attorneys and
others having responsibility for the achievement of compliance objectives. We
believe that this balanced approach will result in a study which will be more
useful to management on an overall basis and, therefore, have a much greater
chance of being endorsed and supported at the highest levels within business
organizations.
The Need for a Focus on Smaller Enterprises
We also believe that the Framework should be modified to more directly embrace
the needs of the small to medium sized business. If the study is to be
effective in providing a common ground for all interested parties, we believe
it needs to more explicitly address the needs of this very significant
component of the business community. The tone of the Framework in its current
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form, starting with its length and complexity, implies it is directed toward
an audience of very sophisticated users with complex operating, financial
reporting and compliance issues. By implication, this leads the reader to
believe that the Framework is not particularly relevant to smaller businesses
when, in fact, the concepts included in the Framework are equally applicable
to all businesses.
We believe that the internal control concepts discussed in the Framework can
provide excellent tools to contribute to the management of smaller businesses
and the achievement of their objectives. We suggest that the application of
the internal control concepts be specifically addressed throughout the
exposure draft with explicit discussion in each of the sections pointing out
how the concepts apply to small to medium sized businesses and the value that
their application can bring in achieving their business objectives.

Management Reporting to External Parties
With respect to management reporting to external parties, we have a number of
specific comments which are discussed later in this letter. Overall, however,
we support external management reporting on internal controls over financial
reporting and believe that it is appropriate for COSO to take a similar
position. The absence of a specific endorsement on the merits of external
reporting by COSO seems inconsistent with the significant commitment of
resources which has been made to develop the integrated framework.
Accordingly, we suggest that COSO explicitly support and endorse public
reporting on financial reporting internal controls by management.
A Need to Reformat the Presentation of the Guidance

Lastly, we are concerned that the document itself, given its length and
complexity, is too cumbersome to be widely embraced and supported by the
business community. In its current form, it inadvertently conveys the
impression of an intellectual textbook intended for the academic community and
accounting professionals. Accordingly, we believe that the format of the
document should be modified.

More specifically, the material included in the appendices could be
constructed as a separate, stand-alone document for use by those interested in
that level of detail. In addition, the stand-alone executive summary document
should be publicized as the principal report from the study. Further, our
later suggestions for restructuring the internal control definition and
reordering and/or combining certain of the components of internal control
should facilitate the presentation. In any event, we believe that the
document needs to be more "user friendly” in order to realize its full
potential value to the business community.

Arthur Andersen & Co.
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SPECIFIC COMMENTS

Definition
We believe that the internal control definition included in the Framework is
sound and appropriate. However, we believe that the proposed form of the
definition is cumbersome and unduly complex. Accordingly, we suggest that the
nine components of internal control be separated from the definition itself.
The result would be internal control defined as "the process by which an
entity's board of directors, management, and other personnel obtain reasonable
assurance as to the achievement of the entity's operational, financial
reporting and/or compliance objectives”. We believe that this definition will
be more understandable. This, in turn, will add assurance that it is embraced
by boards of directors and senior operating management — enhancing the
likelihood of a strong commitment to internal control at the very top of the
organization. We do not intend this suggestion to diminish the importance of
the components of internal control, but believe that they can be more
effectively dealt with when separated from the definition itself.

Components

With respect to the internal control components described in the Framework, we
agree that they are all relevant. However, we suggest some reordering and
redefinition of the components.
We believe that basic business procedures encompassing the activities which
the company performs to run its business need to be specifically identified
and integrated into the components. For clarification, examples of business
procedures used to achieve management objectives might be as follows:

o

Shop floor maintenance procedures ensure that all machines are
serviced on a regular basis, and that older machines that tend to
lose tolerance sooner (and thus produce unusable product) are
serviced on a more frequent schedule. Management's objectives of
quality and cost control are achieved.

o

Management implements just-in-time manufacturing investing major
sums relocating equipment, recreating routing and scheduling and
revising shop floor procedures. All of this is done to reduce
inventories, reduce manufacturing lead time and improve
responsiveness to customers.

o

A bank's loan department implements an expert system that assesses
the credit worthiness of new applicants. Procedures are implemented
that require specific documentation for overriding the system's
assessment if this occurs. Desirable customers are approved more
quickly, default experience goes down and loan department personnel
are more productive - all obviously supporting management objectives.
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These procedures play the central role in achieving management’s operational
objectives and omitting them from the components leaves a void in the
Framework. We believe it is important that the internal control Framework
explicitly include the basic business procedures through which operational
objectives are achieved. This could be accomplished by adding a separate
component for this purpose or by integrating these procedures into the
’’Control Procedures” component. With appropriate emphasis and clarification,
we believe integration with ’’Control Procedures" would be effective and avoid
the need to add another component. The title of this component could be
expanded to "Business and Control Procedures."

The advantage of an integrated approach is that it would enable the Framework
to elaborate on the important concept of "built in" vs. "built on" controls
which is presently touched on only briefly. The chapter could first define
and provide examples of both business procedures and control procedures.
Then, the concept of built in vs. built on could be introduced. Examples of
control procedures which are built in to business procedures could be
provided, as well as examples of those built on. The concept of built in
controls could be very valuable to managements who are continu
ously striving to
improve and streamline operations in the face of intense competition.
We also suggest a modification of the Information Systems and Communication
components. Because the relationship between these components is important,
we suggest they be combined into a single component that would cover three
elements (1) information needed to run the business, (2) the communication of
this information and (3) the role of information systems to support the
information and communication. The first and most important element is
information - the information that the company needs to run its business. The
communication element involves getting the information into the hands of those
who need it. The information systems element supports the other two and is
the vehicle to accumulate, store and disseminate information. We believe that
the two separate components presently identified in the Framework do not give
adequate attention to "information" itself and result in an unnecessarily
disaggregated presentation given the close relationships that exist.
Combining all of these together into a single component identified as
"Information and Communication", would be more effective.
We are also concerned that the nine suggested components are somewhat
cumbersome and may be unwieldy to work with in practice. We suggest that
consideration be given to further grouping certain of the components (in
addition to the combining proposed in the paragraph above) to facilitate the
understanding of the material. While a number of possibilities come to mind,
we suggest that Integrity, Ethical Values and Competence could easily be
integrated into the Control Environment component. We recognize that
Integrity, Ethical Values and Competence are separately presented in the
Framework as a point of emphasis, but believe that this emphasis can be
retained while streamlining the document. Also, Monitoring and Managing
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Change could easily be combined. In summary, some grouping of the components
to simplify the presentation would enhance the understandability and
usefulness of the material.

Evaluation
We believe that the discussion of evaluation and the evaluation tools
presented in the exposure draft will be useful in assessing internal control
systems. While numerous alternative approaches exist and are used effectively
in practice, we believe that the material presented in the Framework is
appropriate and will be useful and effective in practice.
Management Reporting to External Parties

We strongly support the notion of management reporting on internal control
over financial reporting to external parties and believe the guidance material
included in the Framework will be helpful to companies publishing such
reports. We do believe, however, that the Framework is deficient in not
taking a specific position on the merits of public reporting on internal
control. As discussed earlier, given (1) the significant attention that this
issue has received in both the public and private sectors, (2) the support for
public reporting indicated by the Treadway Commission, FEI, AICPA and others,
and (3) the substantial resources that have been committed to the COSO study
and elsewhere in support of the importance of internal control, we believe a
specific endorsement of the merits of public reporting should be included in
the Framework document.
We also suggest that the Framework discuss the possibility of reporting on a
more frequent basis than annually, perhaps quarterly in connection with the
issuance of interim financial statements. The effectiveness of the internal
control system is more important on an interim basis when the financial
statements are unaudited than at year-end when audited financial statements
are available. Accordingly, we believe that users of the financial statements
are as well served by interim internal control reporting as by reporting at
the end of the fiscal year.

We also believe that it would be useful to include an illustration of a more
comprehensive report, covering matters in addition to controls along the lines
suggested in the Framework, so that a common model would be available for the
business community.

The discussion in the Framework suggests that the concept of ’’material
weakness’’ should be evaluated by the appropriate bodies to determine if it
needs to be refined or more explicitly defined. Since there is no elaboration
on this statement, we wonder why the authors are suggesting that the
definition be reevaluated. We believe the suggestion should be deleted from
the draft unless the exposure process uncovers specific deficiencies in the
present definition that should be addressed.
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OTHER COMMENTS
We believe that the Framework should suggest that specific internal control
oversight responsibilities be designated to a senior management executive, as
well as a designated committee of the board of directors. Historically, with
internal controls perceived to apply principally to the financial reporting
function, this responsibility has generally rested with financial management
and the audit committee. The broadened definition of internal control
suggested in the Framework may suggest a different point of designation both
within management and within the board or, alternatively, a redefinition of
the responsibilities of the applicable management and the board oversight
committees.
While the Framework suggests the need for control training, we believe that
additional emphasis should be given to the need for training throughout the
organization, particularly in the operational functions. Furthermore, we
suggest that a recommendation be added for expanded internal controls
education within universities and business schools, particularly focusing on
business ethics and the expanded role of internal control in achieving
operational objectives.
A significant volume of material already exists with respect to internal
controls within the professional accounting and auditing literature. In our
review of the Framework, we noted various instances where terminology used in
the Framework was not consistent with existing professional literature. While
this may be appropriate given the broader focus of the Framework, a glossary
of defined terms would be helpful in understanding the document and applying
its concepts in practice.

We congratulate COSO on this initiative to provide a common ground for mutual
understanding of internal control by all interested parties and to provide
criteria for assessing and improving internal controls. This Internal
Control/Integrated Framework is an important contribution to this critical
issue. We very much appreciate the opportunity to provide our comments for
your consideration and would be pleased to discuss any of our comments in
further detail with you.

Very truly yours,

JLM

NORTHROP

Northrop Corporation
1840 Century Park East
Los Angeles, California 90067-2199

Telephone 213 553-6262

June 14, 1991

Mr. Robert L. May, Chairman
Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas
New York, New York 10036

Dear Mr. May:
On behalf of Northrop Corporation I am pleased to
submit commentary regarding the Internal Control Integrated Framework exposure draft which the committee
issued on March 12, 1991.
We commend COSO, the work of
the Project Advisory Council and Coopers & Lybrand for
undertaking the recommendation of the Treadway
Commission to develop integrated guidance - a formidable
task. We have followed the developments leading to the
release of the exposure draft with interest. Also,
through active involvement with the sponsoring
organizations, we have participated in the exposure
draft process beginning with the task force of COSO that
recommended the formation of the Project Advisory
Council.
Our interest and involvement stems from the
knowledge that the final product of this effort is
likely to set the standard for internal control by which
all organizations will be measured. It is important
that we all participate in the production process, since
the effects of the final product will be far reaching.
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In studying the draft document we asked ourselves
whether or not it will strengthen our long-established
process of internal control self-assessment. Our
conclusion is that it will do more to confuse than
strengthen. Accordingly, we prefer to see the document
modified in several respects. Our principal comments
are as follows:

•

Many companies have practiced internal control
self-assessment since before the enactment of
the FCPA in 1977. These self-assessment
processes have been improved over time and,
while susceptible of further improvement, have
been considered to be useful. Our under
standing is that many of these self-assessment
processes are predicated on internal control
and internal accounting control concepts that
are embedded in the FCPA. The draft contains
what amounts to yet another definition, one
that includes a set of nine elements not found
in definitions in existing literature, except
to a certain extent in SAS No. 55. The draft
offers no guidance to companies whose on-going
self-assessment programs are called into
question by the proposed definition, the nine
elements and the recommended self assessment
tools contained in Appendix C.

•

The definition of internal control offered by
the draft does not integrate the many
definitions that already exist. It ignores
or, at best, discounts what appears to be well
thought out guidance offered in the 1987
report of the Treadway Commission and the
considerable material offered in the 1980
study sponsored by the Financial Executives
Research Foundation entitled Internal Control
in U. S. Corporations. The new definition
simply is one more to add to previous
definitions. Each company will be left on its
own to figure to what degree, if any, to
change what it felt comfortable with before
this draft.
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•

The document contains several declaratory
statements that are not supported. For
example, it asserts, without support, that
internal control is not a result; that
internal control can provide no more than
reasonable assurance; and that public
reporting is not a component of effective
internal control. A more detailed list is
provided as Attachment A. This pattern tends
to weaken the document and leaves the
perception that the basis on which the
document is drawn is more the result of
pre-determination than of an integration or
compilation of views gathered during the
research.

•

The nine elements that make up the criteria
seem oddly grouped and are deficient in at
least two major respects. For example,
competence is grouped with ethical values. It
could be argued that competence and ethical
values are separate and distinct components.
An incompetent person is not necessarily an
unethical person and vice versa. Another
example is the identification of risk
assessment as a separate component. There are
those who believe risk-assessment is part of
the internal control environment. Chapter 1,
page 8, by citing five of the components as
being accountable for most internal control
failures, leaves the impression that these
five are of greater significance than are risk
assessment, information systems, managing
change and monitoring. Our view is that these
four elements are critical to the effective
management of any internal control
environment. Information systems is given
full component status, but management at all
levels must have more than information
systems. Other indispensable assets (which is
what information systems are) or resources
for management purposes include sufficient
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facilities (office space, equipment and
supplies, and telecommunications). A trained
and stable work force empowered (vs.
controlled) toward conduct that positively
affects the organization is also a must.
Finally, communication, managing change and
monitoring seem more a part of management
actions to maintain the control environment
than separate components. These examples
serve to challenge the contention in the draft
that there are nine components. There may be
more, there may be less. The two major flaws
are the absence of Oversight and Internal
Auditing as components. Oversight in this
case means the independent role of the Audit
Committee and the Board of Directors. The
critical nature of oversight and the function
of internal auditing was noted by the Treadway
Commission, among many others.
•

Appendix C is a mix of narratives and
questions intended to be tools to aid in self
evaluations. There is no consistent logic,
organization or pattern that we could discern.
In many instances the questions are difficult
if not impossible to answer reliably. For
example, who would be able to answer the
question "Do employees feel peer pressure to
do the right thing, or cut corners to make a
'quick buck'?" with any degree of certainty?
Appendix C overflows with such questions.
Appendix C, in our opinion, holds great
potential for unintended damage. If issued in
its present form, it will lead to the
production of documentation that will be more
useful in alleging internal control
deficiencies than in proving adequacies.
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There is little recognition of the fact that
internal control is shaped as much as anything else by
external factors and forces. One need look no further
than the draft document for proof. When issued, it is
likely to have a profound effect on the systems of
internal control in U. S. Corporations. Yet, it is
external to those systems. Another powerful influence
was and continues to be the Foreign Corrupt Practices
Act. These are only two examples of the effect such
external factors as laws, regulations, oversight agency
actions, Congressional activities, public scandals,
environmental constraints and the like have on internal
control. Not to be overlooked is the beneficial effect
of periodic internal control reviews and recommendations
made to management by external auditors in performing
audits of financial statements. More prominent emphasis
on external factors is needed.
We have developed several recommendations that are
presented as Attachment B. We also are submitting a
definition of internal control in Attachment C. We
believe this definition is a better blending of existing
definitions. However, the principal reason for
submitting this definition is to illustrate how easy it
is to construct plausible definitional alternatives given the radical departure of the definition offered by
the draft document. The draft should acknowledge that
other definitions may exist or be developed by other
organizations that are comprehensive, broad and permit a
narrowing of focus. Such a recognition would permit
companies to more easily relate their existing
self-assessment processes with this definition and
conceptual base.
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We offer these comments in the belief that they
will be considered by those with authority to effect
revisions. We would be pleased to discuss further our
thoughts on this project with you at your convenience.
You may reach the undersigned by telephone at
213/201-3059 or by FAX at 213/201-3026.

Steven J. Root, Director
Financial Projects
cc:

Nelson Gibbs
Mitch Mroz

June 14, 1991

ATTACHMENT A
UNSUPPORTED STATEMENTS

Page 6, first paragraph under Reasonable Assurance
contains the declaration that "Internal control, no
matter how well designed and operated, can only provide
reasonable assurance that an entity's objectives will be
achieved". The rationale for this statement is not
presented. It can easily be argued that, while this
statement is true for many objectives, there are many
others for which it is not true. A higher level of
assurance than that implied by "reasonable" is needed
for such common activities as processing payrolls,
double entry bookkeeping, moving cash via wire
transfers, balancing the books and reconciling bank
accounts. These and a host of other internal control
activities must be carried accurately and completely with certainty - not with reasonable assurance.
Page 6, first paragraph under discussion of Components
contains the declaration that "Internal control consists
of nine components". How it came to be that nine and
only nine components make up internal control is not
presented. The absence of a discussion of why existing
literature recognizes other components and different
groupings tends to lessen the likelihood that the
definition will be considered to be an integration of
existing definitions.

Page 8, second paragraph. It is stated that "Companies
and their internal control needs differ dramat
ically...". That is true for companies and their
internal control systems. But their needs are more or
less the same. If not, the entire basis of the draft is
invalid, namely that all companies design and operate
internal controls so that their objectives are
reasonably assured of being achieved. The need to be
in control is constant, but the means of being in
control is what differs.
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Page 2

Page 9, last paragraph under discussion of MANAGEMENT
REPORTING TO EXTERNAL PARTIES is the sentence "It should
be recognized that public management reporting on
internal control is not a component of, or criterion
for, effective internal control.” The reasons why this
is so are not stated.
Page 10, the Timeframe discussion. Nothing in this
discussion leads to a conclusion that point-in-time
reporting is most appropriate. Stated otherwise, it
could just as easily have been asserted that period-oftime reporting meets the needs of securityholders and is
therefore more appropriate.
Page 12, fourth paragraph under OBSERVATIONS. The
statement that there are "...diversities of view - many
reconcilable, though some requiring a definitional
decision" is vague and unsupported. If many are
reconcilable, where is the reconciliation? It is not in
Chapter 5. And if some require a definitional decision
which are they and what is the nature of the
definitional decision that must be made?
Page 13, last paragraph under SELF-ASSESSMENT. The last
sentence asserts that "Using this framework as a guide,
a CEO, together with key operating and financial
executives, can focus attention where needed." The
basis for this assertion is missing. The only basis
that could exist is if a body of CEOs and financial
executives actually used the framework with the result
that it focused attention where needed. Its doubtful
that such a basis presently exists, but if it does, it
would be helpful to know who and where this framework
was applied. A related comment is that this paragraph
ignores the fact that a great many companies are already
conducting self-assessment programs.
Page 15, first paragraph under LIMITATIONS OF INTERNAL
CONTROL. The first sentence contains the same assertion
as contained in page 6. See above.
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Page 21, last paragraph under ROLES AND RESPONSIBILITIES.
The last sentence reads "However, merely because a party
contributes, directly or indirectly, to achieving an
entity's objectives, it is not thereby a part of the
entity's internal control system.” This declaration is
unsupported. Without discussion, it appears to be false
on its face. If a party contributes, directly or
indirectly, to achieving an entity's objectives, why
isn't it part of the internal control system? To
achieve the objectives of internal control many external
forces play an important part. Examples include
professional organizations, academia, public office
holders and their staffs, outside consultants, external
auditors, regulatory oversight agencies and the media.
Why the role these play is excluded from the draft is
not clear.
Page 22 2nd indented bullet paragraph under Management.
The sentence reads "In order to discharge this responsi
bility, it is critical that the CEO clearly define what
information he or she needs.” Why this is so is not
stated. If it is critical as asserted, then perhaps
further guidance is in order. It would be particularly
relevant to see examples of such clear CEO informational
definitions.
Page 26, last paragraph under Internal Auditors
discussion. The last sentence reads "In other entities,
the internal audit function may focus primarily on
compliance or financial reporting activities.” Is there
empirical data to support this assertion? If so, it
should be cited to give the statement credibility.

Page 28, the second paragraph under the discussion of
External Auditors. In the first sentence it is asserted
that the auditor expresses an opinion on the reliability
of financial statements. Technically, this is
incorrect. Auditors express opinions on fairness, not
reliability.
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Page 49, third paragraph under discussion of Internal
Auditors. This one sentence paragraph claims that "In
practice, the scope of internal auditing organizations
will vary, depending on their charter in the entity."
The basis for this claim is not presented.

Page 51, indented paragraph. This is the definition of
internal control that is asserted to meet the require
ments identified in the preceding paragraph - namely,
that the definition be comprehensive, broad, yet
structured to allow a narrowing of focus. Why this
definition meets these objectives, while others do not
is not made clear. Why this particular criteria or set
of requirements is to be used to determine an acceptable
definition is also not discussed. Why is it important
that a definition be able to be narrowed in terms of
focus? And why doesn't the draft acknowledge that other
definitions by other bodies may also meet the criteria
and be acceptable? If they are not acceptable, why
aren't they? It is in this chapter that the integration
of existing guidance could occur, but unfortunately
little is integrated. The nine component definition
seems to be advanced more as an arbitrary substitute
than as an evolved logical process.
Page 151, first paragraph on page. Here again is a
discussion about point-in-time reporting that, at the
end of the paragraph, results in a conclusion that is,
in reality another unsupported declaration that pointin-time reporting is most appropriate.
Page 153, last paragraph under discussion of Statement
of Management's Responsibility. Here the assertion is
that management shouldn't hedge, it should state whether
the system is effective. The rationale for this advice
is not stated. Why is it hedging to state what a system
is designed to do? Is this any more of a hedge than
that recommended later on page 155 in the third
paragraph that "all in all, the arguments against
reporting these matters outweigh those for it." There
is no support for this declaration either, but to urge
in one not to hedge in the face of hedging on another
point almost invites one to call for a discussion of
when it is ok to hedge and when it is not.
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Page 156-157. The illustrative report and the guidelines
are provided only for those aspects of control pertain
ing to the reliability of the entity's financial state
ments. It is unclear why this framework should attempt
to provide reporting guidelines and illustrative
language for one aspect of internal control, but not for
others. A question, unanswered in the draft, arises as
to the appropriateness of providing this guidance in
this document. The guidance is particularly confusing
in light of the assertion in page 9 that public
management reporting is not part of internal control.
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ATTACHMENT B
RECOMMENDATIONS

1.

Acknowledge that companies already conducting
self-assessment programs based on the criteria such
as that inherent in the FCPA may find that their
approach is the equivalent of the approach
recommended by the draft. Alternatively,
acknowledge that self-assessments using other
criteria such as that recommended by the internal
control standards of the Comptroller General are
the equivalent of the framework criteria. To the
the extent that these alternatives cannot be
acknowledged, provide the reasons therefore.

2.

Define internal control in language that is more
universal, i.e., more easily relatable to existing
definitions and concepts. Acknowledge that
definitions by other organizations may satisfy the
requirements for definitions outlined in Chapter 5.

3.

Edit the draft as necessary to eliminate the
errors, unsupported statements and assertions as
listed in Attachment B.

4.

Include among the criteria, the oversight process
and the internal audit process and discuss the
relevance of external forces to internal control.

5.

Delete Appendix C in its entirety, or substantially
alter it to eliminate the numerous subjective
questions that cannot be answered reliably.

6.

Give more prominent recognition to the relevance of
external factors in shaping internal control
systems.

7.

Either delete the guidelines for reporting on
internal control and the illustrative report or,
alternatively, allow for greater flexibility in
reporting so that the guidance does not pertain
solely to controls regarding the reliability of
financial statements.
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ATTACHMENT C
INTERNAL CONTROL DEFINITION

Internal control refers to the process of applying an
appropriate set of commonly-used principles and
techniques - often referred to as the internal control
system - by those responsible for the stewardship of an
organization to the degree necessary to fulfill the
purposes of the organizational charter. For this
purpose, an internal control system must include those
techniques necessary to reasonably assure that
activities of the organization 1) are executed by
persons having express or implied authority to act, 2)
are recorded in sufficient and accurate detail to permit
timely reporting to responsible persons of pertinent
information in accordance with applicable reporting
standards or requirements, 3) are adequately reviewed
and managed by persons with responsibility for judging
and, where necessary, remedying the conduct and
performance of those engaging in authorized activities,
and 4) are not conducted in such a way as to
unreasonably expose the organization to loss or damage.

MERCK & CO. Inc.
P. O. BOX

2000

RAHWAY, NEW JERSEY 07065’0900

EDWARD J. SOT
CONTROLLER

June 14, 1991

Mr. Robert L. May
Chairman
Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas, 6th Floor
New York, NY 10036-8775
Dear Mr. May:
We are pleased to provide you with our comments on the Exposure Draft (ED), "Internal
Control - Integrated Framework."
Merck & Co., Inc. is a New Jersey corporation with its principal place of business at 126 E.
Lincoln Avenue (P.O. Box 2000), Rahway, New Jersey, 07065. The Company is a worldwide
research-intensive health products company that discovers, develops, produces and markets
human and animal health products and specialty chemicals.
We support the ED’s principal objectives: to provide a common ground for mutual
understanding of internal control by all interested parties and to provide criteria to assess
and improve internal controls. We believe that the ED has taken a substantial step in the
right direction, however, the ED is not "user friendly" and would benefit from a substantial
rewrite to:

•
•
•
•

reduce its length,
eliminate redundancies,
place more emphasis on controls over the financial reporting process, and
address the needs of smaller companies.

Our positions on the "Specific Matters For Comment" identified in the ED are attached.
We have also attached additional comments. We would be glad to discuss our views with
you at your convenience.

SPECIFIC MATTERS IDENTIFIED IN THE ED FOR COMMENT

Definition, Do we agree with the definition of internal control presented in the ED? If not,
why not?
We believe that the ED’s definition of internal control,"... the process by which an entity’s
board of directors, management and/or other personnel obtain reasonable assurance as to
achievement of specified objectives,” is sufficiently broad to satisfy the Treadway
Commission’s recommendation to integrate the various internal control concepts and
definitions used by management, internal auditors and external auditors to develop a
common reference point for understanding internal control.
However, the definition is too broad to be used in the same manner by all interested parties.
That is, external auditors still only have responsibilities relating to controls over reliable
financial reporting. Therefore, they will continue to view the adequacy of internal controls
in a maimer that differs from management and internal auditors. This is not a "bad”
situation, it is merely one that requires adequate communication to ensure that the
distinction is clearly understood and accepted.
We would convey this point by adding an explanatory paragraph to the core definition of
internal control that describes the objective of reliable financial reporting, which is stated
on page 52 of the ED as, ’’internal control over financial reporting is the process by which
an entity’s board of directors, management and/or other personnel obtain reasonable
assurance as to the reliability of the reported financial results.”

We further believe that the core definition of internal control needs to be modified to
address the following concerns:

•

The definition states that internal control is a process to obtain reasonable assurance
as to ’’achievement” of specified objectives. However, the discussion on page 51 of
the ED goes on to state that the achievement of operations objectives "is not always
within the entity’s control. For these objectives, the internal control system can
provide reasonable assurance that the objectives will be achieved only to the extent
that their achievement is within management’s control. Otherwise, the internal
control system can and should provide reasonable assurance that management is
aware of the extent to which the entity is moving toward achievement of those
objectives.” We believe that this is an important distinction that should be reflected
in the core definition. If the core definition is not clarified for this matter, we fear
that the public could be misled into believing that the existence of internal
operational controls will prevent poor operating results or business failures, which
is clearly not true.
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•

The definition’s focus on "specified" objectives should be modified to read "the
entity’s specified" objectives. This will clarify that "specified" objectives vary among
organizations and that there is no benchmark set of objectives encompassing the
broad definition of internal controls applicable to all entities.

•

The definition’s focus on "objectives" should be modified to highlight the three
categories of entity objectives identified in the ED -- operations, financial reporting
and compliance with laws and regulations. We believe that this modification is
necessary to clarify the factors on which the definition is based. Furthermore,
highlighting these three categories of objectives will serve as a transition between the
first paragraph defining internal control and the second paragraph of the definition
focusing on financial reporting that we have proposed above.

A revised definition of internal control might be as follows:

Internal control is the process by which an entity’s board of directors, management
and/or other personnel obtain reasonable assurance as to achievement of the entity’s
specified objectives over financial reporting and compliance with laws and
regulations, and those operations objectives that are within management’s control.
For operations objectives not within management’s control, internal control is the
process by which management obtains reasonable assurance that they are aware of
the extent to which the entity is moving toward achievement of those objectives.

The broad definition of internal control is narrowed when management and external
auditors report on the published financial statements. In this circumstance, the
definition of internal control relates only to the objective of reliable financial
reporting, which can be stated as: Internal control over financial reporting is the
process by which an entity’s board of directors, management and/or other personnel
obtain reasonable assurance as to the reliability of the reported financial results.
Internal control, whether used in a broad or narrow context consists of nine inter
related components ...

Finally, we continue to object to the exclusion of external auditors from the definition of
internal control. While they are not part of our internal management, we do engage them
to audit our financial statements and expect feedback regarding their findings on our
internal controls. Treadway’s "Good Practice Guidelines for Management’s Report," states
that management’s discussion of internal control should include a statement that
management has appropriately responded to the independent public accountant’s
recommendations concerning the company’s internal control system. We believe that this
suggestion implies a special status on external auditors and an understanding of the role they
play in a company’s internal control system.
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Components. Are the nine components essential to effective internal control which are
identified in the ED adequate, or should components be added or deleted?
The applicability and importance of internal control components and criteria for
effectiveness should be considered in the context of the entity’s:
•
•
•
•
•
•

Size
Organization and ownership characteristics
Nature of business
Diversity and complexity of operations
Data processing methods
Applicable legal and regulatory requirements.

These are the same factors identified in paragraph 12 of Statement on Auditing Standards
No. 55, "Consideration of the Internal Control Structure in a Financial Statement Audit."
The ED attempts to allow for consideration of these factors in addressing each internal
control component, but we do not believe that the ED conveys this message as prominently
and as clearly as it should.
We believe that the foregoing lead-in to a discussion of the components of internal control
is necessary to adequately convey the idea that internal control components are not easily
defined, are not rigid, require a fair degree of subjectivity in assessing their effectiveness,
and will not be satisfied in the same manner for all entities.

Regarding the components themselves, we would advocate combining the "integrity, ethical
values, and competence" criterion with the "control environment" criterion. We believe that
integrity, ethical values and competence are some of the factors that comprise the overall
control environment. That is, these criteria are part of the basis for evaluating the control
environment and need to be considered therein; however, they do not themselves represent
a criterion for effective controls.
We would eliminate information systems, communication and managing change as
components because the other components could not possibly be deemed effective without
them. Therefore, to establish these items as separate components is redundant and far too
elemental to be viewed as useful criteria for assessing internal control.

We also believe that objective setting and risk assessment should not be internal control
components. While objectives are essential to the risk assessment process and need to be
considered in establishing control procedures, they are not a criterion for effective internal
controls. Similarly, risk assessment relates to the process of identifying potential errors in
relation to established objectives so that appropriate controls can be established that will
prevent or detect material errors, but it is not a criterion for effective internal control.
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This leaves us with control environment, control procedures and monitoring as components
of internal control.

Evaluation, Would the evaluation tools presented in Appendix C of the ED be used as a
substitute or supplement in evaluating internal control in our organization?
The evaluation tools are not sufficiently comprehensive to serve as a substitute for
evaluating internal control in our organization. We would, however, initially review the
criteria (i.e., points of focus) to understand how our existing procedures satisfy those criteria.
We would also initially review the sample questions in the ED to satisfy ourselves that our
existing controls adequately address the concerns reflected in the questions. If we did
identify an area where we felt our existing procedures could and should be strengthened,
we would do so immediately. Once having satisfied ourselves by this additional check that
our existing procedures ensure effective internal controls, we would not anticipate using
these tools on an annual basis. In the event of significant change to the company, however,
we might reexamine the guidance contained in the tools as an additional check.

Management Reporting to External Parties. Is the guidance material helpful for companies
publishing management reports on internal control?

We agree that the scope of the management report should be focused on controls over
financial reporting. This is the area wherein evaluating and reporting on controls is
developed and understood, and wherein financial statement users have primary interest and
concern.
If consideration is seriously given to extending the scope of the management report to cover
operations and compliance controls then we would not advocate doing so until thorough
research has been conducted to assure that:
•
•

•

The information is desired by and will be useful to financial statement users.
Criteria can be established that will provide consistent measurement and comparison
among entities.
The benefit of providing this information outweighs the cost to obtain it.

We agree that the management report should relate to internal controls at a point in time
rather than over a period of time. This approach allows internal control deficiencies that
have been identified and corrected prior to year-end to be excluded from the management
report, and creates an environment conducive to timely identification and correction of
problems.
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The ED notes that because the management report deals with internal control over an
entity’s published financial statements, it is appropriate for the report to address controls
over annual and interim published financial statements. This means that while the
management report covers controls over the preparation of quarterly information contained
in the year-end financial statements, internal control was not necessarily effective at the end
of each interim period. The ED then describes circumstances in which the management
report should explicitly state that the interim financial statements are covered and
circumstances in which it should be implied that the interim statements are covered. We
believe that it would be a mistake to allow any possibility of confusion to enter the picture
if it can be prevented. Therefore, we believe that the management report should always
explicitly state that the interim data contained in the year-end financial statements are
covered by the management report.

We agree with the ED that management reports on internal control should include the
following guidelines:
•
•
•

•
•

The category of controls being addressed; i.e., controls over the reliability of the
entity’s published financial statements.
A statement about the inherent limitations of internal control systems.
Management’s conclusion on the effectiveness of the internal control system and, if
applicable, a description of material weaknesses not corrected by year-end.
The date as of which management’s conclusion is made.
The names and titles of the report signers.

However, we do not advocate referring to COSO or its definition of internal control in the
management report. We draw a parallel to the independent auditors report which refers
to generally accepted auditing standards and generally accepted accounting principles
without making reference to their source (e.g., AICPA, FASB Pronouncements, etc.). Also,
we do not believe that simple enumeration of the criteria provides the reader an adequate
understanding of internal control.

We believe that a requirement to include the above items, at a minimum, in a management
report on internal control will ensure more consistency among entities and improve reader
understanding.
We disagree with the ED’s suggestion that information in a management report relating to
matters other than internal control should be discussed in a separate section within the
management report. We believe that management should be allowed the flexibility to tailor
the management report in a manner they deem appropriate - provided that the information
is not presented in a manner that is confusing and that the basic required disclosures have
been included in the report.
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Additionally, we see no reason to depart from the basic format of the management report
proposed by Treadway. That is, a management report addressing internal control that does
not first acknowledge management’s responsibilities for the financial statements, as proposed
by Treadway, would be incomplete and potentially confusing.

The ED does not recommend that a management report on internal controls be required.
However, we believe that COSO should explicitly take a stand that such reports be required.
Finally, it would be useful if the final report included some examples of a management
report wherein a material weakness has been identified.

OTHER MATTERS FOR COMMENT

Writing, The report is written at a level more appropriate for a student than the business
professional to whom it is primarily addressed. That is, the report is too long, basic, general
and redundant to really be effective and would benefit from a substantial streamlining.
Additionally, the ED comes across as being targeted toward larger companies, and does not
seem to address the needs of smaller companies who would probably benefit more from the
report than larger companies.

Content. The final report should exclude Part I, "Executive Briefing." If desired, Part I
could be issued on a stand-alone basis for those individuals who do not want or need the
complete report. This will eliminate bulk and redundancy and thereby take a step toward
making review and use of the report less intimidating.

Consideration should also be given to removing Appendix C from the final report. Our
reasoning is that the tools are essentially too basic, too general and insufficiently
comprehensive to be truly helpful to those who need help, and the AICPA, IIA and other
standards setters should be given the responsibility to develop guidance to satisfy the criteria
for effective internal control (i.e., we believe COSO is trying to accomplish too much with
the ED).
If the tools are retained, we suggest modifying them to focus more heavily on financial
reporting controls.
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Finally, because the management report on internal controls relates only to controls over
preparation of the published financial statements, we believe that more emphasis should be
given to these types of controls in Part 2, which discusses the internal control components,
while deemphasizing the discussion of operational and compliance controls that do not
impact the financial reporting process.

Field Test. We believe that this proposed report has sufficient significance that it would be
clearly inappropriate to issue it in final form without first having a substantial field test of
its concepts and tools.

Effective Date. We believe that the final report should indicate a proposed effective date,
and that such date should be 1993 or later to allow all companies to analyze, react to, and
implement the recommendations.

Held/40.wpf

R. L. Leach

Vice President-Accounting

Eaton Corporation

Eaton Center
Cleveland, Ohio 44114

June 14,1991

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas, 6th Floor
New York, New York 10036-8775
Gentlemen:

We have reviewed the Committee’s Exposure Draft (ED) entitled "Internal
Control-Integrated Framework" with great interest and appreciate the
opportunity to express our views on its contents.

Overall, the ED is a comprehensive document which should serve to provide a
common ground for the mutual understanding of internal control by interested
parties. Also, the ED provides criteria which should be useful to entities when
they evaluate their internal control systems.
Our remarks have been prepared with regard to the specific matters on which
the Committee has sought comment, as described on pages 2 and 3 of the ED.

Definition
The definition provided in the ED takes into consideration a sufficiently broad
perspective of the topic of internal control. As the ED elaborates, the term
internal control is applied selectively for special purposes by different
individuals, in different organizations, in different applications. By defining
internal control as a process comprised of interrelated components, the ED
has adequately encompassed all elements and interpretations of the subject.
We are in agreement with the definition of internal control as presented in the
ED.
Components
By including within the definition the term "interrelated", the ED acknowledges
that no element of internal control functions on its own, and no individual
element can adequately provide assurance to management as to, for example,
reasonable assurances with regard to financial statement preparation. The
components identified as the makeup of the process defined as internal control
comprise the very fabric of an organization. The ED quite eloquently points
out the significant and complex interrelationships between these elements in
terms of how one may influence, or override, or depend upon any of the
others. Since this is, in fact, the way an organization functions, it is quite
appropriate to identify in the ED that it is also the maimer in which it should
be controlled.

June 14,1991
Page two

The components which the ED identifies support the "built-in" rather than the
"build-on" approach. It is the "built-in" approach to internal controls which we
feel is critical to organizational success. The true foundation of the "built-in"
approach is the initial component of "integrity, ethical values and competence".
In our view this component is key and without it, the remaining components
may be meaningless. We can see no reason to disagree with the components
as they have been identified in the ED.

Evaluation
The tools which have been provided in the ED appear to be generally
comprehensive and may be useful; they are however merely one "approach" to
the process of evaluating internal controls. Their inclusion in this ED implies
ultimate inclusion in the final report. In spite of the clarification contained in
the ED that the evaluation tools and questionnaires in Appendix C are
presented for illustrative purposes only and should be modified to meet the
particular needs and circumstance related to an individual company, we
suggest that they be published in a separate report. The inclusion of these
evaluation tools and questionnaires in the final report may result in the
establishment of legal and regulatory standards against which companies may
be required to perform in terms of approach, documentation and key issues of
measurement/assessment. As the ED indicates, each organization has its own
character and personality which influences and results in its own unique
internal control process. The methods used in the evaluation of the adequacy
of internal control should similarly be unique and tailored to fit that
organization and industry(ies).
While the tools are comprehensive and thoughtful for guidance, we would not
use them except as a supplement to our own methods of evaluation of internal
controls in our Company.
Management Reporting to External Parties
The ED takes no formal position on the merits of public reporting on internal
control. We believe that the final report should recommend that managements
be required to report on the adequacy of their systems of internal controls
associated with the preparation of financial statements. The inclusion of this
disclosure in the Annual Report to Shareholders provides meaningful
supplemental information to investors consistent with other requirements of
the external reporting process.

Such a report communicates to investors the key role of internal control in the
preparation of financial statements. It is our belief, however, that such a report
should be limited to commentary with regard to the preparation of financial
statements and not be expanded to encompass the management control
process or compliance and operational control objectives with regard to other
matters as discussed in the ED. The expansion to such topics would prove to
be neither informative to the investors nor cost beneficial to the company.
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In addition, we do not recommend that the final report include the example of
a Management Report, as portrayed on page 156, because that example could
become the standard for any required reporting. We feel that a better
approach would be to select a few examples from annual reports, which vary
on their individualized approach, and include several actual illustrations.

However, if you do elect to retain this or a similar letter in the final report,
the reference to the Treadway Commission should be eliminated, since most
readers of the report will be unfamiliar with the Treadway Commission and
that commission is not relevant to the ongoing process of evaluating and
reporting on internal control.
Additional Comments

Pages 13 and 14 of the ED suggest that the chief executive officer make a
self-assessment of the company’s internal control systems. We feel this
suggestion is impractical in light of the many other significant demands on
the chief executive officer. The final report should be modified to permit
delegation of this ongoing duty as long as the CEO acknowledges ultimate
responsibility for the internal control systems.
On pages 35 and 36 of the ED, there is described the requirement to perform
"annual" reviews of certain components of a company’s internal control
systems. This places an unnecessary burden on those companies with strong
internal control systems which monitor those systems on an ongoing basis.
We suggest the term "regular", which is used on page 35 of the ED, be
substituted for the term "annual" in the ED when used in conjunction with
the requirement for the frequency of the review of internal control systems.
The ED acknowledges the ongoing interrelationships of the various
components which make up the process known as internal control. A
singular event of an annual nature would not provide adequate review of this
complex process.
We believe the final version should be edited carefully from the standpoint of
avoiding any suggestions which may be mistaken or misused by auditors or
regulators for requirements which companies must follow. We believe in the
long run we will all end up with higher audit fees if the editing does not avoid
the use of words like "must", "will", "required", etc..

In summary, we found this Exposure Draft to be a very comprehensive and
sophisticated analysis of the subject of Internal Control. The utility of this
document extends beyond an immediate need to raise the consciousness
levels of companies on the subject; it provides an excellent reference guide to
the interrelationships of the various aspects of the functioning of a business
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organization. The style of the document is perhaps overly academic,
however, and may imply a rigidity and standardization of activities that does
not exist and, may not be appropriate in all companies. Any final report on
this subject should concentrate more on the concepts and principles of
internal control rather than the specificity implied by the nine component
elements.
Sincerely,

Ronald L. Leach
RLL/tks

CC:

N. P. Roy (FEI)
J. A. Sciarrino (FEI)
R. L. Brand (McDonnell Douglas)
T. G. Stafford (Ernst & Young)

The Chase Manhattan Corporation

Michael P. Esposito, Jr.

1 Chase Manhattan Plaza
New York, New York 10081
Telephone (212) 552-6780

Executive Vice President and
Chief Financial Officer

CHASE
June 14, 1991

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas
Sixth Floor
New York, New York 10036-8775
Re: Internal Control - Integrated Framework
Exposure Draft dated March 12, 1991

Dear Sirs:

The Chase Manhattan Corporation ("Chase”) appreciates the
opportunity to respond to the Committee of Sponsoring
Organizations of the Treadway Commission’s (’’Committee”)
request for comment on the Exposure Draft entitled,
Internal Control - Integrated Framework ("ED”).
It is our understanding that the ED is not intended to
become a standard but rather is intended to satisfy the
Treadway Commission’s recommendation for general guidance
on internal controls. As such, we believe that the
overall document provides much constructive guidance
concerning the establishment of internal controls.

Nevertheless, we are concerned about how the ED may be
interpreted by others. Although the ED provides useful
guidance on the broad based definition of internal
control, we do not believe that the ED is suitable and
practical as a meaningful standard. Accordingly, we are
very apprehensive that the public accounting profession
may feel compelled (or be compelled by Congress or the
regulators) to adopt the ED's guidance as the definitive
standard on internal control. Such adoption would
undoubtedly result in substantially increased costs and
possible liability whenever one of the myriad of controls
listed in the ED is found or deemed to be deficient,
without evident and significant benefits to either
institutions or the public.
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As in the past, Chase vigorously objects to any mandatory
reporting standards or public disclosure based on broad
definitions of internal control, as opposed to the
narrower term of internal accounting control. We continue
to believe that the explicit concept of internal
accounting control as defined by the Foreign Corrupt
Practices Act (which Chase currently utilizes in its
Management report) is well understood, both in practice
and by the public, and appropriately satisfies the
objective of requiring management to take responsibility
publicly for the reliability of reported financial data.
We recommend that the public be afforded the opportunity
to review the comments submitted by others, particularly
the public accounting profession, in order to better
understand the probable implications of the ED, and
specifically, the potential changes in the way external
auditors will measure and render opinions on internal
controls which is of significant concern.

Furthermore, we recommend that a comment period longer
than 90 days be provided for review of any revised
versions of the ED.
If you would like to discuss or obtain further information
about our comments or any other aspect of our views,
please feel free to call me at (212) 552-6780.
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Committee of

Sponsoring Organizations of the Treadway Commission
1211 Avenue of the Americas, 6th Floor, New York, NY 10036-8775 Telephone (212) 575-6656

June 27, 1991

To:

Richard M. Steinberg, Coopers & Lybrand
Howard Siers, Consultant
Project Advisory Council to COSO
P. Norman Roy, Financial Executives Institute
William G. Bishop, Institute of Internal Auditors
Louis Bisgay, National Association of Accountants

Gentlemen:

Attached is batch seventeen of comment letters containing ten
responses on the exposure draft, "Internal Control — Integrated
Approach.
Sincerely,

Thomas P. Kelley, CPA
Group Vice President
Professional
TPK:jmy
Enclosure

Robert L. May, Chairman
Representing the
American Institute of
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June 14, 1991
Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas, 6th Floor
New York, N.Y. 10036-8775
U.S.A.

Attention:

Mr. Robert L. May, Chairman

Gentlemen:
INTERNAL CONTROL—INTEGRATED FRAMEWORK, Exposure Draft
The Institute of Internal Auditors (IIA) is pleased to
submit the following comments for your consideration in finalizing
the above-captioned document. The IIA acknowledges the need for
such guidance, and applauds the efforts of the Committee of
Sponsoring Organizations of the Treadway Commission (COSO) which
have gone into its preparation. However, the March 12th exposure
draft, in our opinion, contains significant flaws which will serve
to proliferate rather than reduce the confusion over the definition
of internal control.

Our comments are organized under the following headings:
.
.
.
.
.

The Definition and Components
Evaluation of Internal Controls
Overemphasis on Public Reporting
Other Pertinent Comments
Conclusion
THE DEFINITION AND COMPONENTS

The IIA commends COSO for undertaking to develop a broad
scope definition of internal control that addresses the objective
as set out for this study in the Treadway Report.
However,
guidance should be rewritten to provide the purpose or objectives
of control, rather than the descriptors of control.
The IIA therefore proposes a restructuring of the
definition of internal control which incorporates the objectives of
control in accordance with management literature and the IIA's
publications, while maintaining COSO's broad basic definition.
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Proposed Restructuring of Internal Control Definition:

INTERNAL CONTROL IS THE PROCESS BY WHICH AN ENTITY'S
BOARD OF DIRECTORS, MANAGEMENT AND/OR OTHER PERSONNEL
OBTAIN REASONABLE ASSURANCE THAT THE FOLLOWING CONTROL
OBJECTIVES WILL BE ACHIEVED:
1.
SIGNIFICANT FINANCIAL, MANAGERIAL, AND OPERATING
INFORMATION REPORTED INTERNALLY AND EXTERNALLY IS
ACCURATE, RELIABLE, AND TIMELY;
2.
THE ACTIVITIES OF THE ORGANIZATION ARE IN
COMPLIANCE WITH POLICIES, PLANS, STANDARDS, AND
PROCEDURES,
AND
WITH
APPLICABLE
LAWS
AND
REGULATIONS;
3.
RESOURCES ARE ADEQUATELY PROTECTED;
4.
RESOURCES ARE ACQUIRED ECONOMICALLY AND USED
EFFICIENTLY (OR COST-EFFECTIVELY); AND,
5.
THE ORGANIZATION'S PLANS, GOALS, AND OBJECTIVES ARE
ACHIEVED.
Components:
The management process involves planning, organizing and
directing the actions of the organization and its members in such
a manner as to achieve control. In this process, management must
establish a number of control components in order to have an
adequate and effective system of internal control.
COSO has
identified nine "components" (statements of desirable control
principles) and included them in the definition of internal
control. The IIA believes that the definition should exclude the
components; rather they should be presented as underpinnings of the
system.
Further, we believe that the nine COSO components can
stand fundamentally as written, as descriptive elements of a
control environment, but should be "repackaged" into a framework
that resembles the normal management process of planning,
organizing, directing, and controlling.

Identifying components promotes understanding of the
concept of control, but must not replace or exclude the more
important purpose or objectives of control within the definition.
The IIA believes that the components need to be included in the
document as explanatory material, but not included as an integral
part of the definition.
Furthermore, we propose revising the model of internal
control to one that portrays the nine COSO components (or any
number that may ultimately be determined) within the accepted
management processes of planning, organizing, directing and
controlling. Any revised model should address concerns which have
been expressed throughout the development of the exposure draft,
namely, the ordering and overlap among components, and the
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correctness of the number of components.
The model should
integrate the control components with the normal management process
which is generally understood and widely accepted by persons
responsible for internal control in organizations. Because this
process is familiar to management, a model which is consistent with
it would provide a framework which can be easily understood and
used by organizations to evaluate whether the five objectives of
internal control have been achieved.

This approach would alleviate the problem of deciding
what number of components is correct or if they overlap in the
evaluation process. Furthermore, we anticipate that the components
will be refined as they are integrated into each organization's
structure.
Consequently, if the components are not part of the
accepted definition, but rather ancillary to it as descriptors, any
changes would not be perceived as flaws in the definition, but
rather as providing room for flexibility in their application or
prioriti
zation amongst or even within organizations.
EVALUATION OF INTERNAL CONTROLS

While the IIA agrees that controls need to be evaluated
and endorses the concepts brought forth in Chapter 4, in our view,
the Chapter does not provide a useful and adequate means for
assessing the adequacy and effectiveness of internal control
systems.
The Evaluation Process outlined on page 37 of the report,
for example, is that which is typically followed by external
auditors in the context of an attest audit. While this brief and
overly simplified evaluation process may be clear to financial or
external auditors, it is not useful for explaining the process to
managers and executives whose concerns and preoccupations about
controls are much broader. Consequently, the process as outlined
in the report falls short of satisfying a major expectation of this
study.

In our view, the report should outline in considerably
more detail the major considerations which need to be addressed by
organizations in order to properly evaluate their system of
internal control.
We consider the following to be among the
important issues which should be covered in the evaluation section
of the final report in order to make it understandable and useful
for all interested parties.

The Fundamental concept:
The process of evaluating internal controls has a two
fold purpose: that is, to determine whether the system of internal
controls is adequately designed to reduce, mitigate or minimize the
organization's exposures to loss or failure to an acceptable level
of business risk, and to determine whether it is functioning
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effectively, as intended.
An understanding of this fundamental
concept is important if the evaluation is to be a useful process
for the organization.
Qualifications for the Evaluation Team:

A basic requirement for the individual or group embarking
on an evaluation of the system of internal control is a good
knowledge of the organization and a clear understanding of the
"business" it is in.
The group or team composition should be
determined upon consideration of the knowledge, skills, and
abilities required, as well as the credibility, independence and
objectivity deemed necessary to carry out the evaluation and ensure
its results are acted upon.
In many organizations, the group
designated to coordinate, lead, or actually conduct the work is
Internal Audit.
Risk Assessment Process:

Prior to
commencing the
evaluation process,
a
comprehensive risk assessment of the organization must be carried
out. This would involve segregating the entire organization into
logical, significant, high-level control nodes (hereinafter called
"risk units"1) for evaluation purposes. This can be accomplished
in a variety of ways: on the basis of business processes, product
lines or services offered, geographic areas, organizational units,
major functions or systems, or a combination of these, as befits
the organization itself.
This is followed by a determination of the relative
significance or importance of each "risk unit" and a ranking in
order of priority for evaluation purposes, using exposures to loss,
error or potential failure as the key criteria for establishing
priorities. Other criteria used for determining significance will
differ with
each
organization,
but
could
include
such
considerations as materiality, sensitivity, public profile,
external pressures, and known problem areas.

It is important to note that this risk assessment process
is not a discrete step to be carried out and neglected thereafter,
but rather involves a continuous process of adjustment and updating
as changing environmental conditions dictate.

Impact of Control Objectives:
The impact of various control objectives which are
relevant to the "risk unit" (business process, function, product,
service, system, organizational unit or other as appropriate) being

1
unit".

There may well be a better descriptive term than "risk
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evaluated need to be determined. The five control objectives which
might be relevant are found within our proposed restructuring of
the definition of internal control:
reliability and integrity of information;
compliance with policies, plans, procedures, laws,
and regulations;
safeguarding of assets;
economical and efficient use of resources; and,
accomplishment of established objectives and goals
for operations and programs.

It should be recognized that in some organizations, the
"risk units" may have to be further sub-divided into manageable
sub-units for evaluation purposes. The impact of the objectives of
internal control are then applied to the sub-units. This part of
the process involves analyzing the kinds of exposures facing the
organization in terms of potential loss, error or failure and
assessing the gravity of the potential consequences.
Understanding and Analyzing the Control System:

The evaluators need to identify and document the control
processes management has put in place to reduce, minimize, or
mitigate the exposures to the organization within each risk unit.
This involves the application of considerable judgement in
assessing whether an acceptable level of risk (with respect to the
relevant control objectives) remains following the application of
identified controls.
If so, then the control system may be
considered to be adequate. The controls identified are then tested
or verified, to determine whether they are indeed operating as
intended.
If so (and the control system is "adequate"), the
control system is considered to be effective in providing
reasonable assurance that objectives and goals will be met
economically and efficiently.
It should be noted that the overall system of control is
conceptual in nature.
It is the integrated collection of
controlled systems used by an organization to achieve its
objectives and goals.
In evaluating the system of internal
controls, the interrelationships among the "risk units" are
important. Control weaknesses or deficiencies identified during the
assessment of controls in one "risk unit" may impact on other
related "risk units"; likewise, the relative strength of controls
in one area may serve to compensate for weaknesses elsewhere in the
overall system.

Also important is the notion that the reliability of the
results of any evaluation of the control system diminishes with the
passage of time following its completion. Thus, it can only be
interpreted as a snapshot of a constantly changing picture. The
associated risks must therefore be continually monitored and
reassessed.
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Ensuring the Issues are Addressed:
It is important to ensure that weaknesses or deficiencies
identified during the evaluation process are reported to and
considered by an appropriate level of management. For those issues
raised in the evaluation process, action plans should be developed,
and follow-up should be formalized to provide additional assurance
that important issues are resolved on a timely basis.
Alternatively, management should be made aware of the risks
associated with not addressing weaknesses or deficiencies
identified, and should be willing to live with the full knowledge
and appreciation of the potential consequences. This closes the
accountability loop, forcing management to accept responsibility
for the risks involved.

OVEREMPHASIS ON PUBLIC REPORTING

The IIA recommends that the separate discussion of
management reporting (Part III) be deleted from the report. The
IIA and the other members of COSO have previously indicated support
for management reporting on internal control over the reliability
of published financial statements. Reiteration of that point is
unnecessary.
Controls do not exist for the sole purpose of
producing financial statements, but rather to ensure that all
intended objectives of that organization are accomplished in a cost
effective manner.
The prominent inclusion of a discussion of
management reporting on only financial controls at best confuses
the issue, and at worst overshadows the stated objective of the
study—to provide integrated guidance to help management better
control their organizations' activities.
Organizational objectives subject to internal controls
fall into three basic categories, according to the report:
operations, financial reporting, and compliance. Emphasis on one
of these objectives, and in particular financial reporting, which
has been dealt with repeatedly (through the Foreign Corrupt
Practices Act, the Minahan Report, Securities laws, etc.), does a
disservice to those organizations whose control interests are not
directed toward public consumption of financial reports.
To
underscore this emphasis, we found 174 references to "financial
reporting" cited within the report.
As a minimum, to ensure applicability to a wide variety
of organizations (including smaller and medium-sized entities who
are not preoccupied with concerns relating to financial reports
used by external parties), any discussion regarding the management
report should address the entire system of internal controls rather
than those surrounding only the preparation of financial reports.
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OTHER PERTINENT COMMENTS
Following are a few brief, but important comments
relating to length, use of quotes, and focus of the report:

Length: Almost without exception, our reaction to the
length and bulk of the report has been negative.
Even the
Executive Briefing is far too long, and does not in fact summarize
what follows. The report needs to be streamlined, reorganized, and
its many redundancies eliminated.
Quotes: Important principles emanating from the Treadway
Commission included in the report are taken out of context,
distorting their meaning.
All extracts from Treadway should be
attributed to their source and, at the very least, should be quoted
correctly by using ”..." when omitting parts of a sentence, and by
using quotation marks when appropriate.
One example of this is
found in the third paragraph on page 70 of the report, which does
not fully communicate the message concerning objectivity of the
internal audit function contained in the sixth paragraph on page 38
of Treadway.
Financial Focus: The over-emphasis on the importance of
controls over financial reporting to external parties (to the
exclusion of all other controls) , and the related role of the
external auditors, appears to overstate the value of this narrowlyfocused perspective in the context of this study which is intended
to apply more broadly.

CONCLUSION
In summary, the IIA recommends that the Committee:
restructure the definition and components;
expand the description of the evaluation process;
delete Part III (Management Reporting);
decrease the focus on financial controls; and,
amend the presentation of the report.

The first three topics we have dealt with above represent
what the IIA believes to be critical elements which need to be
dealt with in order to promote general acceptance of a document
which seeks to provide integrated guidance on internal controls to
all interested parties.
The other pertinent comments, however,
reflect important irritants which will probably serve to discourage
or prevent acceptance of any of the concepts in the report, however
valid. Therefore, it is critical that these be dealt with as well
before the final report is issued.
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As a final note, it is our firm belief that the exposure
period for this important document was inappropriately brief. The
length of the document and the handling of its mailing have
conspired to prevent its due consideration by all constituencies.
We would urge your consideration of an extension to the exposure
period in order to ensure that all who wish to comment will have an
opportunity to do so.
We appreciate your consideration of our comments on this
important document.

A. J. Hans Spoel, CIA

the institute of internal auditors
TORONTO CHAPTER
173 HOMEWOOD AVENUE, WILLOWDALE, ONTARIO M2M 1K4

ADDRESS REPLY TO:

June 17, 1991

Paul Striowski
The Independent Order of Foresters
789 Don MiIIs Road

Don Mills, Ontario

Mr. Thomas E. Powell
Director of Professional Practices
The Institute of Internal Auditors
249 Maitland Avenue
Altamonte Springs
Florida 32701-4201

Canada M3C 1T9

Tel : (416) 429-3000
Fax : (416) 429-3896

Dear Mr. Powell
INTERNAL CONTROL - INTEGRATED FRAMEWORK

I have not yet had a chance to review the entire document but I
feel COSO is on the right track.
While I cannot speak for our
entire Chapter, I can speak for the style of control and risk
management analysis employed at my organization.
The COSO
definition of internal control is virtually identical to that
which we promulgate. However I feel some of the 9 components are
repetitive and I question their necessity since all are not
critical or need be present for internal control to be effective.
For example, communication & monitoring and information Systems
are all control procedures, and are somewhat optional depending
on risk acceptance and prioritization of objectives.
Similarly, managing change through monitoring, communicating and
planning is an optional set of controls not fundamentally
necessary to achieving any given management objective.

I believe the concepts presented will only be useful if
management is given a methodology to implement which will improve
control effectiveness.
I suggest you refer to CCAF studies on
Auditing Effectiveness or the article in The Internal Auditor
(December 90, page 43) . Note that I have not thoroughly reviewed
exhibit "C"; but it appears that it could be valuable as a
reference tool.

Mr. Thomas E. Powell
Director of Professional Practices
June 17, 1991

Page 2

Reporting to external bodies is less important than effective
control.
I feel all external auditors need do is to determine
whether financial statements are fairly presented.
Whether
management needs to report on corporate governance should be
discussed separately.
Overall this is the most useful material on internal control ever
ever published by IIA.
It should set the stage for significant
improvements in internal audit's understanding of the corporate
control environment.
Yours sincerely

Paul Striowski
Past President
Toronto Chapter - IIA
cc : COSO

PS/ml

American Express Company
American Express Tower
World Financial Center
New York, New York 10285

June 17,1991

Committee of Sponsoring Organizations of the Treadway Commission
1211 Avenue of the Americas
6th floor
New York, NY 10036-8775
Dear Sirs:
American Express is pleased to respond to the request for comments on the
exposure draft Internal Control - Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission. We
support the Committee’s effort to develop a common definition of internal
control. Overall, we believe the document can serve as a valuable reference
and research tool. Our observations to improve its usefulness follow.
We concur with a broad definition of internal control but suggest it include
thorough discussion of objectives in addition to components.
We agree with a broad definition of internal control; however, we believe the
definition of control would be more meaningful if the purpose of control were
included, as an underpinning for the descriptors of control (components). We
suggest the definition be modified to include the following five objectives:

•

Significant financial, managerial, and operating information is
timely, accurate, and reliable.

•

Employees’ actions are in compliance with the organization’s policies,
plans, standards and procedures, and applicable Taws and regulations.

• Assets are adequately protected.
•

Resources are acquired economically and used efficiently (or cost
effectively).

•

The organization’s plans, goals and objectives are achieved.

The nine identified components of an internal control framework all work
together to contribute to maintenance of an effective system of internal control,
but there seems to be some overlap. In fact, we understand many readers find
nine to be too many and have grouped your work to include only four. As a
result we have "redrawn" the COSO pyramid into a circle, which reconfigures
the elements.

-2We submit the four elements are:
•
•
•
•

Values
People
Structure
Monitoring

Our "rough" graphic view is attached as Appendix I.
We believe the draft document dangerously over- and underspecifies evaluation
criteria and is therefore prescriptive.
We believe that management must be flexible in performing an evaluation of
internal control since systems differ greatly both within and between
companies. We believe, therefore, that a specific set of guidelines should not be
provided because they would:

• Require companies to prepare an unnecessary amount of
documentation. For companies with good internal controls this would
not be an efficient use of resources. We do not believe this is
consistent with the control objectives we have enumerated on page 1.
• Increase audit costs if management’s report on internal financial
reporting controls must be reviewed or certified by external auditors.
We are concerned about the potential expectation resulting from
possible external certification even if restricted to financial reporting
controls.
• Increase the cost of doing business for "responsible" companies (those
who comply) while the "irresponsible" (those who ignore guidance) will
continue to go unchecked.

• Cause United States public companies to be at a further disadvantage
in international competition.
As a result, we strongly recommend that Appendix C be excluded from the final
document.

Additionally, in an effort to provide comments on the procedures in Appendix
C, we are currently applying them at one of our most proactive and best
controlled units. Unfortunately, we have not yet completed that project and
are not able to comment on that section before the deadline. We understand
that other companies are testing the procedures and we are interested in their
comments on that Appendix as well. Publication of untested guidelines is
unwise.
We believe this document is an inappropriate forum to conclude the debate on
Procedures for evaluating controls over financial reporting are well developed
and, in practice, a large number of companies voluntarily issue a management
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report. However, criteria for similar work and conclusions on the other control
objectives are far less authoritative. Therefore, although we support the
issuance of a management report limited to financial reporting controls
(American Express has included a report on management’s responsibility for
preparation of financial statements in its annual report to shareholders since
1978), we recommend that Chapter 15 be deleted from this document entirely.
We suggest it be recrafted into a stand-alone exposure draft designed to better
frame the entire debate over content of and procedures for a management
report on financial controls. We believe that a separate discussion will refocus
the COSO report on the integrated control structure and appropriately
distance the management report from the integrated control framework.
In our view, the issuance of a separate exposure draft on management
reporting is extremely important for two primary reasons. First is our concern
about the potential expectation gap. There is a potential for substantial
differences of perception between what management represents and the
general public’s interpretation of this report. In addition, we do not believe
that reporting on other than financial controls is appropriate. Second, the
issuance of a separate exposure draft on management reporting would
implicitly endorse continued progress on a required report. We do not believe
that a neutral position on this topic is prudent.
We believe these recommendations will improve the document’s clarity and
readability and shorten it considerably. Since the criteria for evaluation needs
to be broadened and tested, discussion on evaluation and management
reporting is premature. Deleting these two issues from the final document will
help to focus its purpose, which is to provide a common ground for mutual
understanding of internal control. We suggest COSO simply concentrate on
that problem first.
We also have some editorial suggestions, which are included as Appendix II.
We would be happy to discuss these comments with you. Thank you for your
consideration.

Sincerely,

Daniel T. Henry
Senior Vice President &
Comptroller
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William W. Warrick
Senior Vice President &
General Auditor

appendix

I

APPENDIX II
Editorial Comments
•

The executive summary will be read by many nonaccountants. To enhance
its readability, it should be more concise.

•

Although we
with the concept that the CEO has ultimate
responsibility for the internal control system and sets the tone at the top,
internal control begins with the lowest level employee and continues up
the line. That notion should be included in Chapter 3.

•

The final document should be proactive, as well as reactive. For instance,
the first paragraph of Chapter 13 should read "... a process to identify
and/or anticipate changed conditions and to modify controls as necessary."
Chapter 14 should incorporate the notion that the monitoring process
should include, perhaps as part of management’s strategic planning
process, a periodic assessment of anticipated changes in business (e.g.,
anticipated change in product mix) or organization structure and the
identification of any necessary changes to the internal control system.

•

The first two paragraphs on page 36 should be moved from Chapter 4 to
Chapter 14.

•

The Roles and Responsibilities discussion in Chapter 3 should include the
role of the human resources department in maintaining the internal
control system.

•

Delete the first paragraph on page 40. The evaluation process should be
simple and flexible; references to making statements about the system of
internal control or evaluation available to outside parties should not be in
the document.

•

Since the independent audit committee provides valuable oversight to
internal control and the financial reporting process, it should be included
in the discussion of management integrity (Chapter 1).

•

Chapter 4 (particularly The Evaluation Process and Methodology sections)
should place greater emphasis on broad business risks, such as whether or
not key economic indicators impact the company.

agree
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Merrill Lynch & Co., Inc.
World Financial Center
South Tower
New York, New York 10080-6108
212 236 7270

Merrill Lynch

Clarence O. Peterson III

First Vice President
of Corporate Staff
Director of Corporate Audit

June 18, 1991
Committee of Sponsoring Organizations of the
Treadway Commission
1211 Avenue of the Americas, 6th Floor
New York, NY 10036-8775

Dear Sirs:
We appreciate the opportunity to comment on the Internal Control
- Integrated Framework Exposure Draft. We also would like to thank
the members of the Committee for participating in this important
project and producing such a far-reaching document which effectively
summarizes the considerable and varied thinking on internal control
definition and evaluation. It is superior to any previous material on
these topics and should form a base for continued study, which we
heartily endorse.

Merrill Lynch is firmly committed to strong, ethical and
effective business practices and internal controls, as well as the
prevention and deterrence of fraudulent financial reporting.
Accordingly, we fully agree with the Exposure Draft's intent to
encourage enhanced internal controls and practices, improved financial
reporting and additional stockholder protection.
Merrill Lynch long has recognized the need for comprehensive,
effective internal controls and for highly visible senior-level
management leadership to ensure their implementation. Consequently,
we concur with the Exposure Draft that a positive "Tone at the Top" is
critical for effective control. At companies like Merrill Lynch —
where a strong, committed and independent board is supported by an
involved Audit Committee comprised exclusively of independent
Directors as well as a knowledgeable, seasoned and ethical management
— the "Tone at the Top" is clear. It is supported by the roles of
other Board committees, by a professional, internal audit function
with direct reporting to the Audit Committee, and by a candid
relationship with a reputable, independent accounting firm. At
Merrill Lynch, the "Tone" often is communicated by the phrase
"Nobody's bottom line is more important than the the good name and
reputation of the Firm."

In keeping with this "Tone," we believe that a report
acknowledging management's responsibility for internal controls, a
summary of controls, and a statement that such controls have been
implemented are appropriate for inclusion in stockholder reports.
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Nonetheless, we do not believe that management statements about
the "effectiveness" of internal controls will provide "reasonable
assurance" to readers of annual reports that the internal controls are
functioning properly. The terms "effective" and "reasonable
assurance" are too subjective to provide any meaningful information to
readers of annual reports or to allow comparison of management reports
from company to company. Therefore, we believe that the use of these
terms in management reports will not prove useful.
With respect to the Exposure Draft's proposal on internal
control reporting, we have serious concerns about the lack of:
•

objective, quantitative standards for control evaluation,

•

cost-justification for additional control documentation, and

•

incremental benefit to the stockholders from reporting on
internal control.
- THE LACK OF OBJECTIVE, QUANTITATIVE STANDARDS FOR
CONTROL EVALUATION -

While this Exposure Draft is a vast improvement over previous
discussions on the topic of control evaluation, for the most part it
does not provide objective or quantitative criteria against which to
measure control effectiveness. Accordingly, the criteria for
evaluating control effectiveness must be applied in a highly
subjective manner that lends itself to considerable inconsistency.
Under these circumstances:
•

different evaluators could reach very different conclusions
about the same basic system within the same company for the
same period or point in time, and from one evaluation to the
next, due solely to a change of evaluator(s), while

o

similar companies with similar systems could receive greatly
different evaluations, because different personnel would be
making the evaluations.

The nine elements included in the definition of internal control
are indeed critical to effective financial reporting as well as to all
other aspects of managing any business. However, internal control
evaluation is not an exact science and, in fact, requires a great
amount of professional judgment and experience. Exercising this
judgment is precisely what management is paid to do — to manage in a
dynamic and uncertain environment, continually making subjective
decisions based on ever-changing information. This lack of
objectivity also accentuates the related problem of inconsistency.
Accordingly, when put side by side, any number of similarly worded
reports on control effectiveness could have greatly different meanings
to preparer and reader alike. This clearly detracts from — not adds
to — the body of useful information for readers of annual reports.
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The Exposure Draft's discussion of the concept of "reasonable
assurance" also is subjective and judgmental, and further confuses the
issue. Accordingly, the management report might state that management
has "reasonable assurance" that the company's control system is
"effective." Combining these two highly subjective concepts in the
same report undermines its merit and credibility.
As a company with a long "tradition of trust" and commitment to
the highest ethical behavior, it is our contention that such
subjectivity will work to the benefit of those companies that exercise
less effective controls. A management that is knowledgeable about its
business and possesses a high degree of ethics will find it difficult
to assess control effectiveness using these criteria. In an uncertain
environment, it becomes clear that a cost justified, reasonable
control system can never anticipate every possibility. Moreover, the
suggested reporting on internal control could give stockholders a
false sense of security by providing assurance regarding something
that is inherently unpredictable. Over time, such reporting may have
the effect of undermining — rather than enhancing — management's
credibility.
- THE LACK OF COST JUSTIFICATION FOR ADDITIONAL CONTROL

DOCUMENTATION -

The Exposure Draft states that " ... when management issues a
public report on internal control, it should develop and retain
documentation to support the statements made." While this implies
that a whole new layer of documentation will be required, the cost
justification of adding this layer and keeping it current and accurate
is not clear.
We suggest that greater emphasis be given to "ongoing"
monitoring for control assessment and evaluation. Further, it should
be stressed that in a comprehensive control system — such as one that
includes strong day-to-day management monitoring, an active, competent
and independent internal audit function, other appropriately staffed
monitoring activities (e.g. quality assurance, compliance, new
products committees, commitment committees) and special task forces as
necessary — separate control evaluations should not be necessary at
all. It also should be stressed that, in such an environment,
extensive special documentation of the control evaluation process
should not be required.
In addition to the foregoing incremental cost, there is
potential for increased independent audit fees. The professional
standards (SAS #8) for auditing require that independent auditors
obtain assurance that all material included in a publication in which
their report on the financial statements appears, contain no errors or
inconsistencies. While the Exposure Draft does not require
independent auditor attestation of the management report on control
effectiveness, these standards probably will require more, if not much
more, work in this area. In view of the subjective and inconsistent
nature of internal control effectiveness reporting, the additional
independent auditor fees that may be incurred for "auditor
association" are hard to rationalize.
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- THE LACK OF INCREMENTAL BENEFIT TO THE STOCKHOLDERS FROM

REPORTING ON INTERNAL CONTROL The Exposure Draft states that if internal control reporting is
elected, it should be limited to "financial controls." However, even
with this limitation, the potential lack of consistency between
similar companies caused by the application of subjective,
non-quantitative criteria raises serious doubt about the value of such
reporting. Comparability between periods also is suspect because
evaluators can change from year to year and apply the criteria
differently. In addition, deficiencies which were not identified at
the time of an "effective" evaluation may come to light well after the
fact and, when viewed with hindsight, raise serious questions about
the "effective" evaluation.

As previously stated, while Merrill Lynch supports the concept
of strong and ethical business practices, procedures and controls, for
the reasons set forth above, we oppose a highly subjective reporting
requirement. Reporting on internal controls and internal control
systems is a desirable aim and the proposals in this Exposure Draft go
a long way toward providing the groundwork for making this a
possibility in the future. However, it must be remembered that even
if these, or more objective, quantitative criteria are adopted, a
malevolent or careless management would not be prevented from
providing false or fraudulent evaluation reports. A sincerely
committed management does not need or rely on external reporting
requirements to implement strong, ethical, effective and professional
business practices and controls.
We would like to reiterate Merrill Lynch's total commitment to
strong and effective internal controls, which we believe should
include an independent Board of Directors, Audit Committee and public
accountants, a professional internal audit function and ethical
management. We endorse the intent of the Exposure Draft and
recognize the merit of reporting to stockholders on internal controls,
including a statement on management's responsibility for internal
controls and a broad description of the internal controls that are in
place. With the subjective nature of internal control, however, we
question the practicality of an objective management assessment of
internal controls and of reporting on the effectiveness of these
controls.

Again, thank you for the opportunity to provide input to this
important project. We strongly encourage your continued efforts to
more clearly and objectively define internal control and the criteria
by which to evaluate it. We would be pleased to discuss our response
to this Exposure Draft at your convenience.

cc:

H. M. Allison, Jr., Executive Vice President
Finance & Administration
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CIGNA Corporation
Two Liberty Place
1601 Chestnut Street
Philadelphia, PA 19192-2116
(215)761-1463

Gary A. Swords
Vice President and Chief Accounting Officer
Corporate Accounting

CIGNAI______

June 18, 1991

Mr. Robert L. May
Chairman
Committee of Sponsoring Organizations of the Treadway Commission
1211 Avenue of the Americas, 6th floor
New York, NY 10036-8775
Mr. May:

CIGNA Corporation is pleased to provide our comments concerning the Exposure
Draft (ED), Internal Control - Integrated Framework, issued by The Committee of
Sponsoring Organizations of The Treadway Commission. Generally, we believe the
ED provides guidance that will aid management in their assessment of effective
internal control and will particularly benefit those entities which currently do not
have a formal system of internal control. Specific comments regarding the ED
follow.

Since the framework for internal control, including the supplemental tools for
consideration as described in Appendix C, is not industry specific but appropriately
broad and general in nature, the ED should not be used as a standard by most
entities, but merely as broad guidance. We are concerned that regulators and others
will inappropriately view Appendix C as a standard to measure an entity’s internal
control evaluation process. Accordingly, we suggest that the Appendix not be
published as an integral part of this document. It would be more appropriate to
publish it as a separate document clearly identified as a guide to performing a
control review.
In addition, although the guidance may be helpful for entities publishing
management reports, we believe that the illustrative report provided in the ED
should deal with controls over the preparation of financial statements rather than
internal controls in general and should also be enhanced with the inclusion of
additional meaningful information. For example, as opposed to listing the
components of internal control, further discussion of specific elements of an internal
control system, such as composition and responsibilities of an audit committee and
program of internal auditing, would aid users of financial statements in their

Mr. Robert L. May
June 18, 1991
Page 2

understanding of internal control systems. We suggest that the illustrative report be
re-drafted to conform more closely with that recommended by the FEI.
Also, although we recognize that the report is a statement from management,
because the CEO and CFO/Chief Accounting Officer are required to sign the Form
10-K, we consider it redundant to require their signatures on a report that is within
the Form 10-K.

If I can be of further assistance, please do not hesitate to contact me.
Very truly yours,

Gary A. Swords

John E. Hulse

Vice Chairman of the Board
Chief Financial Officer

Pacific Telesis Center
130 Kearny Street
San Francisco, California 94108
(415)394 3344

PACIFIC TELESIS
Group

June 18, 1991
Committee of Sponsoring Organizations of the Treadway Commission
1211 Avenue of the Americas, 6th Floor
New York, NY 10036-8775

Dear Sirs,

We have reviewed the exposure draft of "Internal Control - Integrated
Framework" and our comments follow. Should you wish any additional
information, please contact Patty Satterfield, Staff Director-Internal Auditing,
at 415-394-3606.
In general, we believe the draft includes a thorough discussion of internal
control, which clearly communicates that designing, installing, monitoring,
evaluating and improving controls is management’s responsibility.
In
addition, the evaluation tools are a good resource to supplement procedures
currently used by operating management and internal auditing in evaluating
control systems. The guidance provided on the content of management
reports to external parties is extremely useful, especially the confirmation of
point-in-time reporting, the discussion of materiality and the valid question what documentation supports the evaluation in the report?

However, we believe the definition of internal control needs to be clarified.
The phrasing of the definition: "... the process by which ... personnel obtain
... assurance as to the achievement of specified objectives ... " is potentially
limiting as it can be misinterpreted to apply to monitoring activities only.
In addition, it serves as a broad definition of control only if read within the
context of the exposure draft. For example, without reading the additional
detail given on the breadth of objectives (operational, financial and
compliance), an uninformed reader may assume a more limited application.
The breadth of objectives to be achieved should be part of a stand-alone
definition of control. Finally, rather than defining control as a "process," it
seems more accurate to define control as the actions taken to provide
reasonable assurance that business processes achieve desired objectives.
The use of "Information Systems" to name the fifth component of control is
potentially confusing due to the common use of the phrase to refer only to
data processing systems. [Just as the exposure draft uses the term to refer
only to data processing systems in Chapter 11, Control Procedures, pp. 114 121.] The draft’s intent is to extend the definition of "information
systems," as indicated by the following discussion on page 105:
"Information systems can be formal or informal. Conversations with
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customers, suppliers, ... often provide some of the most critical information
... Similarly, attendance at ... seminars ... can provide valuable information."
Therefore, why not rename the component to "Information Systems &
Processes?" The component name will then match the breadth of the
component definition.

We agree that management’s report to external parties should focus on
controls over the financial reporting process so that readers may readily
understand the results of management’s assertions. References to integrity,
ethics and competence support financial representations and are also useful
information to readers assessing all aspects of the business. We believe
Pacific Telesis Group’s Report of Management (Attachment 2) meets those
requirements.

Recommendations of lesser significance are in the Attachment 1.
Thank you for the opportunity to comment.

Sincerely,

Jo E. Hulse
hn
Vice Chairman of the Board
ief Financial Officer
Ch
Attachment

Attachment 1

RECOMMENDATIONS FOR IMPROVED PRESENTATION
AND USEFULNESS

1.

Clarify how to evaluate and document the control evaluation

The evaluation questions associated with each component can serve a useful purpose
in provoking thoughtful assessments of the status of controls by senior and operating
management. However, as criteria to formally evaluate a company’s control system,
especially in support of a management report to external parties, they fall short of the
mark. This is because the draft provides minimal guidance on HOW to use the
questions.
There is a brief discussion of obtaining evidence on page 37, but there is no discussion
of the relative merits of management "holding discussions with personnel ..., examining
records ..., [or] conducting information system processing tests."

The reliability of the evidence that supports the evaluation is critical. If the
management letter is supported only by senior management’s assurances that they are,
indeed, ethical, competent, maintaining a good control environment, communicating
effectively, etc., it will provide little comfort to the regulator or the skeptical investor.
If this framework is to provide criteria for companies to follow in critiquing their
controls, it should also clearly and completely discuss the sufficiency and reliability of
evidence and documentation that support the evaluation.
The draft also suggests that management need not attempt a review of the entire control
system, but consider dividing the assessment between the three categories of objectives
(operations, financial, compliance) or between the nine components of control. The
draft provides objectives to test for each component, but it is not clear how to
"re-sort" the evaluation tools provided in Appendix C to look only at one category of
objectives, for example, financial reporting. Although there is additional detail on
financial reporting objectives provided in Chapter 15, Management Reporting to
External Parties (pp. 144 - 150), it is not tied or referenced to the recommended
evaluation tools. Therefore, if one did choose to do an initial control assessment that
focused only on financial reporting objectives, it would be difficult to determine which
parts of the evaluation tools applied.

2.

Edit and shorten the document

The draft is too long to be easily read and is not structured to be easily referenced.
Therefore, it is doubtful that the audience who would most benefit from the document operating management - will take the time to read it. Although the content is quite
good, the composition is not. The draft needs a thorough, professional editing:
1

There are several cases of illogical composition - unrelated (or very indirectly
related) concepts that show up in the middle of sections with no introduction
or transitioning. For example,

In Chapter 4, pg. 37, in a discussion of the evaluation process, the draft
throws in an obligatory (?) paragraph on the quality initiatives occurring
in business. "Quality" shows up again in Chapter 5, pg. 55, in the
middle of a discussion of integrating controls with business processes and
the effect of people on controls. The quality efforts underway focus on
improving business processes in meeting customer needs - part of the
"operations" objectives for a firm. If it is important to discuss the
relationship between controls and quality processes, why not discuss it
within the discussion of operations objectives?
In Chapter 11, Control Procedures, the content is structured as:
-

Types of Controls
Integration with Risk Assessment
Controls Over Information Systems
Entity Specific Controls and Objectives
Evaluation of Control Procedures

Almost five pages are devoted to specific controls in the "Controls Over
Information Systems" section, with no corresponding coverage for non
data processing controls. The location of the section is illogical, as is
the fact that data processing controls are singled out for detailed
discussion.

There are overly simplistic and/or recurring examples that end up sounding
condescending.
For example, the three examples of "Special-Purpose
Definitions" on pp. 52 - 53 are overkill, and a "general [fill-in-the-blank]
formula" is not necessary.
There are indirect references that confuse rather than clarify concepts. This is
partially due to the lack of any paragraph numbers or other reference scheme
to simplify finding what is being referred to. For example, in Chapter 11 on
pg. 114, in a discussion of integrating controls and risks, the following reference
is made:

"The risk assessment process is illustrated in Chapter 9 in the section
"Integrating Risk Assessment."
[No page or paragraph number
provided.] Taking the first example, the objective is meeting or
exceeding sales targets." [The first example in Chapter 9 or the first
example in Chapter 11 or where?] In fact, the example referred to is
on page 98 in Exhibit 9-1.
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The exposure draft does not contain a true "summary." Chapter 1 does not
summarize all of the essential conclusions and recommendations presented in the
exposure draft and it contains several peripheral discussions. The next three
chapters of "Part I - Executive Briefing" are detailed discussions of selected
topics, and are not summarized information as the section heading would imply.
We think a concise summary would be helpful.

3

Attachment 2

Pacific Telesis Group and Subsidiaries

REPORT OF MANAGEMENT
To the Shareowners of Pacific Telesis Group:

The management of Pacific Telesis Group has the
responsibility for preparing the accompanying financial
statements and maintains responsibility for their integrity
and objectivity The statements were prepared in
accordance with generally accepted accounting principles
applied on a consistent basis and are not misstated due to
material fraud or error. In instances where exact
measurement is not possible, the financial statements
include amounts based on management's best estimates
and judgments. Management also prepared the other
information in this annual financial review and is
responsible for its accuracy and consistency with the
financial statements.
The Corporation's financial statements have been
audited by Coopers & Lybrand, independent accountants,
whose appointment has been ratified by the shareowners.
Management has made available to Coopers A Lybrand
all the Corporation's financial records and related data, as
well as the minutes of shareowners' and directors'
meetings. Furthermore, management believes that all of
its representations made to Coopers & Lybrand during
their audit were valid and appropriate.

Management of the Corporation has established and
maintains a system of internal control that provides
reasonable assurance as to the integrity and reliability of
the financial statements, the proteaion of assets from
unauthorized use or disposition, and the prevention and
deteaion of fraudulent financial reporting. The system of
internal control provides for appropriate division of
responsibility and is documented by written policies and
procedures that are communicated to employees with
significant roles in the financial reporting process and are
updated as necessary. Management continually monitors
the system of internal control for compliance, and
maintains a strong internal auditing program that
independently assesses the effectiveness of the internal
controls and recommends improvements when necessary.
In addition, as part of their audit of the Corporation's
financial statements. Coopers A Lybrand have obtained a

sufficient understanding of the internal control structure
to determine the nature, timing, and extent of audit tests
to be performed. Management has considered the internal
auditors' and Coopers A Lybrand's recommendations
concerning rhe Corporation’s system of internal control
and has taken actions that it believes are cost-effective
under the circumstances to respond appropriately to these
recommendations. Management believes that the
Corporation's system of internal control is adequate to
accomplish the objectives discussed.

Management also recognizes its responsibility to
foster a strong ethical climate that enables the
Corporation to conduct its affairs according to the highest
standards of personal and corporate conduct. This
responsibility is characterized and reflected in the
Corporation's code of corporate conduct, which is
publicized throughout the Corporation. The code of
conduct addresses, among other things, potential conflicts
of interest; compliance with all domestic laws, including
those relating to foreign transactions and financial
disclosure; and the confidentiality of proprietary
information. The Corporation maintains a systematic
program to assess compliance with these policies.
The Audit Committee of the Board of Directors is
responsible for overseeing the Corporation's financial
reporting process on behalf of the Board. In fulfilling its
responsibility, the Committee recommends to the Board,
subject to shareowner ratification, the selection of the
Corporation's independent accountants. The Committee
consists of five members of the Board who are neither
officers nor employees of the Corporation. It meets
regularly with representatives of management, internal
audit, and the independent accountants to review internal
accounting controls and accounting, auditing, and
financial reporting matters. During 1990, the Committee
held five meetings. The Corporation's internal auditors
and independent accountants periodically meet alone with
the Committee to discuss the matters previously noted
and have direct access to it for private communication at
any time.

Sam Ginn
Chairman and Chief Executive Officer

John E. Hulse
Vice Chairman and Chief Financial Officer
February 21, 1991

CPC International Inc. / International Plaza Englewood Cliffs New Jersey 07632
JAMES E. HEALEY
COMPTROLLER

June 19, 1991

BY FEDERAL EXPRESS

Committee of Sponsoring Organizations of
the Treadway Commission
1211 Avenue of the Americas, 6th Floor
New York, NY 10036-8775
Gentlemen:

CPC International is grateful for the opportunity to comment on the exposure
draft of the Committee's report: "Internal Control - Integrated Framework," dated
March 12, 1991.
The Treadway Commission recommended that the Committee of Sponsoring
Organizations work "to integrate the various internal control concepts and
definitions and to develop a common reference point. This guidance would build
on the Commission's recommendations,
help public companies judge the
effectiveness of their internal controls, and thus help public companies improve
their internal control systems." The Committee's report does not fulfill the
Treadway Commission's recommendation and should not be published in its present
form, for the following reasons.

First, the proposed definition of internal control is too broad to be of
practical use. The Committee has not "integrated the various internal control
concepts and definitions" as the Commission recommended, but has instead simply
put all the concepts and definitions together so that the resulting "definition"
includes every conceivable aspect of management responsibility.
Much of the
report strays far from the central issue of a workable definition of internal
control and wanders into areas of trendy management theory. For example, most
of the discussion on "human resources policies and practices" on page 72 is
simply perfect-world theory with little practical applicability.

Second, much of the definitional material --if not most of it -- aims at large
publicly-owned corporations and is irrelevant to smaller public or non-public
enterprises.
For example, there is much discussion about the internal audit
function, and on page 27 it is even stated that the selection and dismissal of
the director of internal auditing should take place only with the concurrence of
the board of directors or the audit committee. I disagree with this statement
in the general case because how a company selects or dismisses its audit director
or any other employee is a matter of management discretion within the limits of
the corporation's by-laws.
But for a small company this statement can be
ludicrous. There is no requirement that there be an audit director at all, so
what's the point of saying the board must concur in his hiring or dismissal.

-2-

There is no requirement that there be an audit committee composed of outside
directors, nor even a requirement that there be outside directors. This is just
one example of how the report takes a concept which large enterprises tend to
follow and elevates it to the level of general applicability.
There are many
others.

Third, the Committee has thoroughly confused the central issue of a workable
definition of internal control by attempting to address the issue of management
reporting to external parties. This issue is now politically "hot" and certain
members of Congress are working hard to enact legislation requiring reports on
internal control both by management and the external auditors.
The Committee
could best contribute to this process by focusing on a workable definition of
internal control which managements and auditors could use as a basis for such
reports.
And fourth, the writing style is too academic and at times seems to dictate
practice instead of conveying principles. If CEOs are to read, understand, and
use the report, it will need to be more concise and it will need to deal with
conceptual issues in a practical way.

I hope you find my comments useful; I wish they could be more positive.

Sincerely,

cc: J. Sciarrino - FEI (via FAX)
R.K. Henry - CPC

FEDEX #9137202712

Division for CPA Firms
American Institute of Certified Public Accountants

1211 Avenue of the Americas
New York, NY. 10036-8775
(212) 575-6200
Facsimile: (212) 575-3846

June 19, 1991

Robert L. May, Chairman
Committees of Sponsoring Organizations
of the Treadway Commission
American Institute of CPAs
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Mr. May:

Re:

Exposure Draft of "Internal Control - Integrated Framework"

One of the objectives that Council of the American Institute of CPAs
established for the Private Companies Practice Section (PCPS) is to
"provide a better means for member firms to make known their views on
professional
matters,
including
the
establishment
of
technical
standards."
The advocacy of those views is the responsibility of the
PCPS Technical Issues Committee (TIC).
Therefore, we are submitting
these comments in accordance with Council’s objective.
These comments,
however, do not necessarily reflect positions of the American Institute
of CPAs.

TIC believes that the Study is a good conceptual analysis of internal
controls stated in terms that are understandable by business executives,
for whom it is intended.
However, we believe that its very broadly
defined objective "to help management of businesses and other entities
better
control
their
organizations ’
activities"
encompasses
many
organizations that cannot, and have no need to, comply with most of the
concepts presented.
The discussions of the interrelated components
generally describe organizational structures and control procedures
which are applicable to large, publicly-held corporations and, perhaps,
some
very
large
not-for-profit
entities.
The
unique
control
environments of small, closely-held business enterprises and other small
entities, in which owners or other top management have direct knowledge
of all aspects of operations, are not addressed.
As discussed below,
many of the components would be substantially altered or, in some cases,
inapplicable in the small business environment, and the inability of
many small entities to achieve all of the objectives proposed by the
Study would not necessarily result in the failure of such enterprises.
Because of these distinctions, we recommend that statements be included
in the Study to acknowledge the unique aspects of small entity control
environments and that the components of the framework discussed in the
Study would not necessarily apply to such entities.
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Whether or not the Committee of Sponsoring Organizations (COSO) agrees
that small businesses and other entities should be acknowledged as
distinct from the entities described in the provisions of the Study, we
suggest that certain revisions would significantly improve the Study’s
clarity and thus its impact on the business community and associated
professions and regulatory agencies.
A major concern of TIC is that the framework proposed by the Study will
give rise to unrealistic expectations by management, investors and other
third-party users of financial statements.
The Study states that ”if
all nine criteria are satisfied, a conclusion can be reached that the
internal control system is effective."
It also states that, with
respect to the entire internal control system or to one or more
categories - financial reporting, compliance with laws and regulations,
and operations - "all nine criteria must be satisfied in order to
conclude that internal control...is effective."
These statements appear
to establish an "either/or" concept of effective internal control that
may be construed as superseding the judgement of management.
When considered in the context of the Study's discussion of managing
change, which seeks to establish the premise that "any entity needs to
have a process...to identify those conditions that can significantly
affect its ability to achieve its objectives... systems that capture,
process and report information...that indicate changes to which the
entity needs to react," the statements referred to in the preceding
paragraph convey the impression that internal control equals success,
that an entity with an adequate internal control system will anticipate
all conditions that may adversely affect its operations and will make
any adjustments necessary to correct those conditions.
Even with the
Study's reference to the concept of reasonable assurance, there is a
strong suggestion that an entity with adequate internal control will not
fail.
If this impression, intentional or not, is allowed to persist by
the language of the Study, TIC fears that it will lull the public into a
false sense of security that investments in, and loans to, such an
entity are secure and that a new basis for litigation of investor and
creditor claims will be established thereby and embraced by those who
prosecute such claims.
Other comments and suggestions for improvements in the Study relate to
the discussions of the individual components of the integrated internal
control framework.

Integrity, Ethical Values and Competence
The Study emphasizes the essential nature of integrity, ethical values
and competence to the effectiveness of internal control and correctly
places responsibility for these attributes with the "highest management
level."
However, by naming these human qualities as a component of
internal control, equal to and separate from the control environment
itself,
the Study confuses internal control with management and
introduces a degree of redundancy and even ambiguity in the discussion
of what constitutes the control environment.
Clarity and comprehension
could be
enhanced by eliminating
integrity,
ethical
values
and
competence as a separate component and including them instead as
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essential ingredients of management's philosophy and operating style
(integrity and ethical values) and of human resource policies and
procedures (competence), which are established in the Study as part of
the control environment.

In the evaluation questions presented at the end of the chapter and
repeated in the appendix of evaluation tools, questions regarding the
role of the board of directors should be expanded to include whether the
board
actively
reviews
and
responds
to
reportable
conditions
communicated by the independent auditors.
In addition, questions
regarding competence of employees should include whether employees
appear to understand the responsibilities of their positions and whether
appropriate supervision and review of employee performance is provided
by the organizational structure at each level of authority.

Control Environment
In the evaluation questions presented at the end of the chapter and
repeated in the appendix of evaluation tools, a question is raised about
the involvement of the board and audit committee in establishing and
evaluating the effectiveness of the "tone at the top."
Although this
phrase is discussed within the Study, such cliches should be avoided in
developing a general use checklist like this one.
Alternative wording
might be "...attitude toward effective controls set by top management."

Control Procedures
The Study defines control procedures as "...actions taken within an
entity to ensure adherence to the policies and procedures established to
address risks affecting achievement of the entity's objectives."
This
definition has a very different meaning and is less realistic than the
one in SAS No. 55, which is "...the policies and procedures in addition
to the control environment and accounting system that management has
established to provide reasonable assurance
that specific entity
objectives will be achieved."
(Emphasis added.)
TIC believes that the
definition of control procedures in the Study should be amended to more
closely conform to the definition in SAS No. 55.

Management Reporting to External Parties
The Study's discussion of management’s reporting on the entity's
internal controls to third parties is limited to reports on controls
over financial reporting.
The TIC believes that there may be
circumstances in which it will be appropriate for management to report
on internal controls over compliance with laws and regulations and,
therefore, suggests that this chapter be expanded to provide guidance
for such reports.
The guidance for reporting format provided in the Study is only for a
report on an effective system of internal control.
The TIC believes
that there will be many internal control
systems that will be
ineffective
or contain
significant
deficiencies.
Therefore,
we
recommend that guidance also be provided for management’s reports on
systems with such characteristics.
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If COSO disagrees with our recommendation to limit the applicability of
the Study, TIC believes that additional chapters should be included to
discuss the unique considerations of,
and substantially different
applications to, the small business environment.
We feel strongly that
this would be necessary in order to make the Study more like the
universal guide it is apparently intended to be.
With respect to such
considerations,
TIC
has
the
following
specific
comments
and
recommendations.

Control Environment
The study is silent on the unique control environment issues of
owner-operated
businesses
without
independent
boards
or
audit
committees.
A discussion of these issues would be a valuable tool for
small business owners in developing and evaluating their internal
control systems.

In the evaluation questions presented at the end of the chapter and
repeated in the appendix of evaluation tools, a question regarding
attitudes toward accounting and data processing asks whether "the
selection of accounting principles used in financial statements always
lead to those generating the highest reported income?”
A more common
practice among closely-held companies is the selection of accounting
principles, and determination of accounting estimates, which minimize
income taxes and other liabilities tied to income.
The question should
be expanded to include both extremes.

Objectives
While the Study states that objective setting may be highly structured
or informal, it would be difficult to meet the standards in the Study
without a great deal of documentation and communication, even by a
"small" entity.
For example, compliance with the objective-setting
requirement would normally entail most, if not all, of the following
procedures:

a.
b.
c.
d.
e.
f.
g.
h.
i.
j.

preparation and updating of business plans
preparation and updating of budgets
preparation and updating of policies and procedures
identification of objectives at the entity-wide level and at
each activity level
identification of critical success factors
comparison of entity objectives to industry norms
comparison of entity objectives to past practices
prioritization of objectives
communication of objectives to affected personnel
monitoring and evaluation of achievement of objectives

It may be appropriate conceptually for an entity to go through this
objective-setting process.
However, as a practical matter, it would
consume proportionately much greater time and effort by management of
small businesses without a corresponding improvement in the achievement
of their financial reporting, compliance and operating objectives.
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Risk Assessment
The Study’s discussion of risk assessment is written in a manner that
permits considerable latitude in the formality of that process, which is
a valid component of an effective internal control system.
Most small
entities could comply with the standards established by the study
without excessive cost.

Information Systems
The Study defines information systems in much broader terms than the
processing
of
transactions;
however,
in
many
small
businesses,
transaction processing may be the only type of information system that
exists.
If the broader standard of the Study is not met by a small
business, TIC believes that this component of internal control still
could be deemed to be effective.

Of the evaluation questions presented at the end of the chapter and
repeated in the appendix of evaluation tools, most are inappropriate
from an independent audit standpoint in evaluating internal control over
information systems in a small business environment.
The practical
application of these evaluation questions to small entities should be
clarified.

Control Procedures
The discussion of control procedures over information systems is
inappropriate to the small business environment.
Many small businesses
use microcomputers, often in local area networks,
However, it would be
impractical for them to adopt procedures to apply the same level of
control standards applicable to the mainframe environment, as the Study
would require.

Communication
The Study correctly states that "Effective communication must occur
down, across, and up the organization (and)...with external parties."
However, the discussion is directed only to large companies.
There is
no discussion of communication in the small business environment where
the owner/manager knows and has daily contact with almost every
employee.
The study seems to indicate that communication channels
should be structured and formal, which is often impractical and not cost
justifiable to small businesses.

Monitoring
The Study points out that internal control systems need to be monitored
to ensure that they continue to operate effectively and that the
monitoring can be accomplished either through ongoing activities or
through separate evaluations.
Ongoing activities are indicated as being
preferable, and examples of such activities are described.
However, the
examples are directed toward the structure and resources of large,
mature companies.
Appropriate guidance should be included for small,
owner-operated companies if the Study is to apply to them as well.
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Management Reporting to External Parties
The Study seeks to provide guidance only for public companies who elect
to report on their internal control systems in their published financial
statements (or, presumably, who may be required to do so in the
future).
Non-public companies and other entities do not appear to be
affected by this chapter, but such non-applicability should be stated
with greater clarity.

*

*

*

We appreciate this opportunity to present these comments on behalf of
the Private Companies Practice Section.
We would be pleased to discuss
our comments with you or representatives of the Committee of Sponsoring
Organizations at your convenience.
Sincerely,

Judith H. O'Dell, Chair
PCPS Technical Issues Committee
JHO:dt
File 2221
CC :

AICPA Auditing Standards Board
PCPS Executive and Technical Issues Committees

REPORTS
FINANCIAL REPORTING RESPONSIBILITY

The management of Citicorp acknowledges its responsibility for
the preparation of the financial statements and other financial
information contained in this annual report. The accompanying
financial statements have been prepared by the management of
Citicorp in conformity with generally accepted accounting prin
ciples appropriate in the circumstances. Where amounts must
be based on estimates and judgments, they represent the best
estimates and judgments of management. The financial infor
mation appearing throughout this annual report is consistent
with that in the financial statements.
The management of Citicorp is also responsible for
establishing and maintaining a system of internal controls
which we believe is adequate to provide reasonable assurance
that the financial records are reliable for preparing financial
statements and maintaining accountability for assets and that
assets are safeguarded against loss from unauthorized use or
disposition. The system in use at Citicorp provides such reason
able assurance, supported by the careful selection and training
of staff, the establishment of organizational structures provid
ing an appropriate and well-defined division of responsibilities,
and the communication of policies and standards of business
conduct throughout the institution.
The accounting policies and system of internal accounting
controls are under the general oversight of the Citicorp and
Citibank Boards of Directors, acting through the Audit Commit
tee described on page 84. The committee is comprised entirely
of directors who are not officers or employees of Citicorp. The
Chief Auditor of Citicorp, who reports directly to the Board of
Directors, conducts an extensive program of audits and busi
ness risk reviews worldwide, carried out by a staff of resident
auditors and reviewers and traveling teams. In addition, KPMG
Peat Marwick, independent auditors, are engaged to audit our
financial statements.
KPMG Peat Marwick obtain and maintain an understanding
of our accounting and financial controls and conduct such tests
and other auditing procedures as they consider necessary in
the circumstances to express the opinion in their report that
follows. KPMG Peat Marwick have free access to the Audit
Committee, with no members of management present, to dis
cuss their audit and their findings as to the integrity of
Citicorp's financial reporting and the adequacy of the system
of internal accounting controls.

Chairman

Controller

CITICORP
Citibank, N.A.
A subsidiary of
Citicorp

CITIBANK

Roger W. Trupin
Controller

399 Park Avenue
New York, NY
10043

June 19, 1991

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas, 6th Floor
New York, New York
10036-8775

Dear Sir:

Citicorp appreciates this opportunity to comment on the Exposure Draft, "Internal
Control - Integrated Framework" issued by the Committee of Sponsoring
Organizations (COSO) of the Treadway Commission.
Citicorp supports the efforts of COSO to provide a common ground for an
understanding of internal controls. As a global financial services organization, we
recognize that effective internal controls are critical to the management process.
We also agree that internal controls should be built-in rather than built-on in order
to be truly effective.

Narrowing the Definition
While we understand COSO's desire to have a broad definition of internal
controls, we are concerned that corporate governance, efficiency, and productivity
objectives have been commingled with internal controls over the financial
reporting process and presented as an integrated framework for internal control.
All of these areas comprise good business practices for a corporation, but the first
three go well beyond the internal controls generally viewed as being germane to
reducing fraudulent financial reporting. We recommend that the definition be
narrowed, or at a minimum, those aspects that are more properly described as
corporate governance, efficiency or productivity be highlighted as such. This
distinction is important as it is consistent with and supports the focus on the
internal controls surrounding the preparation of the financial statements in the
management report.
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Management Reporting

The chapter entitled "Management Reporting to External Parties" includes new
report guidelines and presents an illustrative management report.
The study should encourage the use of management reports but leave the actual
wording to individual companies. In particular, we believe that management's
conclusion on the effectiveness of the internal control system should be based on
the broad objectives of the system described in the management report, such as
ensuring the reliability of the financial statements, maintaining accountability for
assets, and safeguarding assets against loss. A copy of the Citicorp management
report is attached.
External Auditor Involvement

The costs and benefits of external auditor involvement in and reporting on internal
controls is a current topic of debate. While the report does not take a position on
this issue, some interested parties are advocating increased auditor involvement
in internal controls. In our view, a move towards more auditor involvement in
internal controls and the management report would be a costly and inappropriate
step. We believe that the final COSO report should specifically state that the
integrated framework is not a recommendation that external auditors refer to the
management report in their opinion or issue a separate opinion on the
management report. Until there is more discussion and consensus, the final
report should not take a position on this issue.
Since the Exposure Draft deals with corporate governance concepts, such as
compliance with laws and regulations, which are not directly relevant to the
internal controls over the preparation of the financial statements, the report
should specifically exclude these concepts from any discussion of the external
auditor's involvement in internal controls.

Risk Assessment
The Exposure Draft appropriately recognizes that an evaluation of the control
system can provide reasonable assurance that internal controls are operating
effectively. The study suggests on pages 13-14 that the chief executive of every
entity have hands-on responsibility for, and lead the self-assessment of the control
system. While the CEO should be involved in the self-assessment, by voicing
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support for it and giving clear and direct guidance as to its goals and objective,
executing the self-assessment plan should be left to others in the corporation.

Evaluation Tools
Appendix C of the Exposure Draft contains a set of evaluation tools for evaluating
an entity's internal control system.
These evaluation tools are linked to evaluation questions contained in Chapters
6 through 14. We believe the questions are more thought-provoking than
standardized checklists. Eliminating Appendix C will encourage management to
develop tailor-made tools which will result in a more effective assessment process
within a particular organization. COSO may wish to publish Appendix C as a
separate document for companies who may need more assistance in establishing
an assessment process.

Form and Content
To enhance the usefulness of the report, we recommend that the discussion of
each component be more practical in nature, less academic, and significantly
shorter. The discussion of the definition in Part 2 of the Exposure Draft should be
much more concise and to the point The final report of COSO should be a
handbook that briefly defines internal control, its objectives and the components
of an effective system.

♦ * * *

Overall, we believe the study represents a step forward in providing a common
ground for an understanding of internal controls. With the modifications suggested
above, the report can help parties inside and outside an entity to understand the
role of internal control in managing the operations of a company.
We are available to discuss these comments at your convenience.

Attachment

AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
(212) 575-6200 Telex: 70-3396
Telecopier (212) 575-3846

June 20, 1991

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas
New York, NY 10036-8775
Internal Control — Integrated Framework

The Auditing Standards Board (ASB) is pleased to submit, for your
consideration, the following comments related to the report
titled Internal Control — Integrated Framework issued for com
ment by the Committee of Sponsoring Organizations of the Treadway
Commission (the Committee).
Throughout this letter, this report
is referred to as the COSO report.
The ASB believes the COSO report contains some useful guidance
that an entity’s management may use to evaluate and report on the
effectiveness of the entity’s internal control structure over
financial reporting. The ASB also believes that the Committee
should be commended for its decision to expose the COSO report to
interested parties. As a result of the exposure process, manage
ment and others have an opportunity to provide valuable insights.
However, the ASB has several recommendations that it believes
should be incorporated to improve the COSO report. The comments
in this letter are organized by topic.

Reasonably Objective Criteria

While the ASB believes the COSO report generally provides reason
ably objective criteria to enable managements of large companies
to report on the effectiveness of internal control structures
over financial reporting, such criteria do not lend themselves to
reasonably consistent measurement and reporting by managements of
small to medium-sized entities.
Many small and medium-sized
entities may, for example, possess the integrity, ethical values,
and competence component referred to in the COSO report despite
the fact that they lack the more formal processes (such as writ
ten codes of conduct, an active board of directors, and written
job descriptions) that larger companies have to support their
evaluations of this component. Therefore, the ASB believes this
guidance must be improved to be applied by small and medium-sized
companies. One way to do this would be to add a separate chapter
1

describing how the criteria for larger companies contained in the
COSO report could be modified and applied by small and medium
sized entities.
Definition of Internal Control
The management process has traditionally included planning,
directing, staffing, and controlling an entity's activities. The
definition of internal control included in the COSO report ap
pears to incorporate all of these managerial functions as well as
all other entity activities. The ASB believes this definition is
too broad.

Internal control is one of the principles of this management
process and should not be confused with the entire process. By
encompassing the entire management process, the broad definition
in the COSO report may lead to inappropriate expectations about
the role of internal controls in an organization and may encour
age third parties to incorrectly believe that every business
downturn or failure is a result of a deficiency in an entity's
internal controls.
The all-encompassing nature of the proposed definition of inter
nal controls is evident throughout the document.
For example,
the discussion in chapter 8, Objectives, states that setting
objectives, including entity-wide objectives, is key to the
definition of internal controls.
While the ASB agrees that
setting entity-wide objectives is an important managerial func
tion, it disagrees with the premise that this function is part of
internal control.
Rather, the ASB believes that entity-wide
objectives precede the establishment of internal control struc
ture policies and procedures to provide reasonable assurance that
such objectives are attained. Further, many entity-wide objec
tives have little effect on an entity's internal control struc
ture policies and procedures. For example, management might not
need to modify internal control structure policies or procedures
as a result of its decision to increase the entity's planned
sales growth for the coming year from 8 to 10 percent. Therefore,
the ASB recommends that the definition of internal control in
the report be narrowed by excluding the setting of entity-wide
objectives and similar managerial functions.

Further, the ASB believes the nine components of internal control
described in the COSO report should be reorganized into fewer
components. For example, the ASB believes it is difficult to
distinguish much of the guidance in chapter 13, Managing Change,
from that in chapter 9, Risk Assessment. This concern would be
somewhat alleviated by combining the managing change and risk
assessment components with the control environment component,
thereby correcting what the ASB believes is an overstatement of
their importance to an effective internal control structure. In
another example, many of the ongoing monitoring activities de
scribed in chapter 14 appear similar to control procedures dis
cussed in chapter 11. Again, collapsing the monitoring component
2

into the control environment component would diminish such con
cerns. Reorganizing the internal control components into fewer
components also would alleviate the overlap between many of the
components and reduce the ASB’s concern that all components as
presently defined are not of equal importance in determining the
effectiveness of an entity’s internal control structure.

The ASB also is concerned with the statement on page 6 and else
where in the report that indicates each of the nine components
must be present for internal controls to be effective.
This
statement implies that management must evaluate each component
individually when evaluating the overall effectiveness of the
entity’s internal control structure. Consistent with an earlier
comment, the ASB believes that some entities (for example, small
public companies) might not possess each of the nine components
equally or might not have formal methods of assessing whether
they possess each component outlined in the COSO report but yet
maintain an effective system. Therefore, the ASB believes the
COSO report must be revised to clearly state that the components
should be considered together when evaluating the effectiveness
of an entity’s internal control structure. The ASB believes this
revision is particularly important if the nine components are not
reorganized into fewer components as described in the preceding
paragraph.
Public Reporting by Management
The ASB is concerned that third parties will seek management
reporting on an entity’s internal control structure over compli
ance with laws and regulations and over operations if such third
parties believe the COSO report contains adequate criteria for
management to evaluate and report on the effectiveness of such
controls. Therefore, it believes the final report should expand
on the discussion on page 144 of why public reporting on controls
over compliance with laws and regulations and over operations is
presently inappropriate.

In addition to the reasons cited in the COSO report for not
presently requesting managements to report on an entity’s con
trols over compliance with laws and regulations and over opera
tions, the report should include a description of the lack of
adequate criteria for evaluating the effectiveness of such
controls.
Criteria are difficult to develop because of the
diversity and complexity of laws and regulations affecting enti
ties and the variety of operations entities engage in.

Another reason that might be included in the COSO report is the
lack of reporting criteria for controls over compliance with laws
and regulations and over operations.
For example, the COSO
report advocates that management include, in its report, a de
scription of all material weaknesses in its internal control
structure over financial reporting.
This provides a measure
against which management can determine which deficiencies in its
internal control structure over financial reporting are to be
publicly reported.
Because there is no similar measure for
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management to use when determining which deficiencies in an
entity’s internal control structure over compliance with laws and
regulations and over operations should be reported, management
should not presently be requested to report on the effectiveness
of such controls.

Material Weaknesses
The last paragraph on page 160 states, in part:
Notwithstanding that the cost-benefit concept should
be considered in determining whether a deficiency is
a material weakness, cost-benefit by itself may not
be the overriding factor. If, for example, a partic
ular control is absolutely essential to reduce the
risk of material misstatement to a relatively low
level ..., then, even if the cost of such a control
is high, its absence would constitute a material
weakness.
The ASB believes this discussion is unclear and suggests that it
be clarified to require management to report a material weakness
regardless of cost/benefit considerations.

The ASB also believes an explicit statement should be added to
chapter 15 that indicates the existence of a material weakness in
the internal control structure over financial reporting precludes
management from asserting, without qualification,
that the
entity maintains an effective internal control structure over
financial reporting.

Because material weaknesses are the reporting threshold as dis
cussed earlier, the ASB believes there should be a clearer rela
tionship between the points of focus described in appendix C and
material weaknesses. The ASB believes this relationship has not
been developed adequately in appendix C.
Management's

Report

The ASB strongly supports a chapter on public reporting and has
several recommendations that it believes will improve the guid
ance in that chapter.

The ASB believes the discussion on page
which describes what report users might
time covered by management’s report, is
recommends that the third sentence of
entire second bullet be deleted.

151 of interim reporting,
imply about the period of
confusing. Therefore, it
the first bullet and the

The ASB believes the sample management report on page 156 should
be revised as follows:
•

In addition to an identification of the types of
controls being addressed (that is, controls over
financial reporting), the first paragraph of the
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report should explicitly identify the financial
statements (annual, interim, or both) to which
such controls relate.
The ASB believes more
specificity should be included in the first para
graph of management's report to prevent users from
having to infer which financial statements manage
ment is addressing in its report.
•

The third paragraph of the report should include
management's opinion on the effectiveness of the
entity's internal control structure, not its
belief.

Timeframe for Management Reporting

The third paragraph of the discussion of timeframe on page 150
indicates "a significant deficiency ... might bar management from
stating that the internal control system was effective ..."
Further, the discussion in the third bullet on page 156 states
"...if material weaknesses exist, precluding a statement that the
system is effective, a description of the material weakness
should be included." Both of these sections appear ambiguous;
therefore, the ASB believes they should be rewritten to state
unequivocally that the existence of a material weakness as of the
date selected by management to report precludes management from
asserting, without qualification, that the entity's internal
control structure over financial reporting is effective.
The third paragraph on page 150 also implies that, when reporting
as of a point in time, management could report the existence of
an effective internal control structure when it has corrected
deficiencies identified earlier in the year. To enable manage
ment to assert the system is effective, the ASB believes that a)
management must have corrected the control deficiency prior to
the date as of which management has decided to report and b) the
new control must be operating for a reasonable period of time.
Therefore, this section should be revised to reflect such guid
ance.

*************
We are available to discuss these comments with you.
for your consideration.
Sincerely,

Donald L. Neebes
Chairman
Auditing Standards Board
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Thank you

Committee of

Sponsoring Organizations of the Treadway Commission
1211 Avenue of the Americas, 6th Floor, New York, NY 10036-8775 Telephone (212) 575-6656

June 28, 1991

To:

Richard M. Steinberg, Coopers & Lybrand
Howard Siers, Consultant
Project Advisory Council to COSO
P. Norman Roy, Financial Executives Institute
William G. Bishop, Institute of Internal Auditors
Louis Bisgay, National Association of Accountants

Gentlemen:

Attached is batch eighteen of comment letters containing nine
responses on the exposure draft, "Internal Control — Integrated
Approach.
Sincerely,

Thomas P. Kelley, CPA
Group Vice President
Professional

TPK:jmy
Enclosure

Robert L. May. Chairman
Representing the
American Institute of
Certified Public Accountants

Alvin A Arens
Representing the
American Accounting Association

William G. Bishop
Representing The
Institute of Internal Auditors

Thomas M. O'Toole
Representing the
National Association of Accountants

P. Norman Roy
Representing the
Financial Executives Institute

Jack I. Tompkins

P. O. Box 1188
Houston, Texas 77251-1188
(713) 853-5013

Senior Vice President
Chief Financial Officer

June 3, 1991

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas, 6th Floor
New York, New York
10036-8775
Gentlemen:

Enron Corp. (Enron) takes this opportunity to comment on the
Exposure Draft Internal Control - Integrated Framework. Enron
is an integrated natural gascompany headquartered in Houston,
Texas with assets of $10 billion and revenues of $13 billion.
Enron and its subsidiaries
are principally engaged in the
gathering, transportation and wholesale marketing of natural
gas,
the exploration for
andthe production,
purchase,
transportation and worldwide marketing of natural gas liquids,
crude oil and refined petroleum products, and the development
and operation of cogeneration and independent power production
projects.

Enron supports the Committee's efforts to develop a common
definition of internal control and the development of evaluation
techniques and guidance on judging the effectiveness of internal
control.
Enron recognizes that the Exposure Draft does not
address the issue of mandatory public reporting on internal
control. While Enron is not opposed to a requirement to report
on internal control, Enron opposes any initiatives which have or
may arise in the future which would require independent auditors
to provide an opinion on management's report.
Our views are
expressed herein as to the specific definition and criteria set
out in the exposure draft.

Sincerely yours

ENRON CORP.

Page 1

DEFINITION

We support the broad definition of internal control as
currently
reflected
in
the
report
to
emphasize
the
responsibilities of operating management in addition to
financial and legal management in the maintenance of internal
controls.
A slightly modified wording of the definition is offered for
your consideration as follows:

"Internal control is the process by which an entity's board
of directors, management, and/or other personnel obtain
reasonable assurance that compliance with applicable laws,
regulations and ethical standards will be achieved in the
pursuit of management specified operating objectives.
It
consists of nine interrelated components, with integrity,
ethical values and competence, and the control environment,
serving as the foundation for the other components, which are:
establishing objectives, risk assessment, information systems,
control procedures,
communication,
managing change,
and
monitoring.

It is important that the definition of internal control
address
compliance with
laws,
regulations
and
ethical
standards. Otherwise, by definition a well designed system of
internal control could be successful even though it had been
designed to thwart laws, regulations and ethical standards.

COMPONENTS
We agree that the most important elements of internal
control are integrity, ethics, and competence, combined with a
strong control environment. Without strong emphasis on these
criteria, the remaining criteria can be virtually ineffective
regardless of the amount of time and money devoted by a
company. We recommend that the "information systems" component
be merged into "control procedures," "communications" and
"monitoring."

EVALUATION
Enron currently evaluates major areas of its operations
internal control policies and practices on a routine basis
under the direction of a strong, independent internal audit
function.
However, we anticipate supplementing our existing
procedures with some of the tools suggested in this report.

ENRON CORP.
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Management Reporting to External Parties

We have no aversion to the presentation of a discussion of
the subject of management reporting to external parties in a
separate chapter of the report. It appears that the content
and structure of a separate chapter on this subject will have
more to do with the emphasis placed thereon by legislative/
regulatory bodies than will presenting it separately. However,
we would caution against going to far in requiring management
to address the details of the internal control process in the
report to external parties to preclude causing the perception
that they have greater scope than intended.
We currently include a management letter with each set of
annual financial statements specifically addressing managements
responsibility for the preparation, integrity and objectivity
of the financial statements.
Also included is a brief
statement addressing internal controls of the company as
designed to provide reasonable assurance as to the reliability
of financial records and the protection of assets.
A
description of certain elements of the internal control system
is also provided.
We believe a statements that the system of internal controls
is designed to provide a reasonable assurance as to the
reliability of financial records and the protection of assets
is preferable to the approach taken in the illustrative report
included in the Exposure Draft.

Enron appreciates this opportunity to comment.

FMC Corporation

Executive Offices
200 East Randolph Drive
Chicago Illinois 60601
312 861 6000

FMC
June 10, 1991

The Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas, 6th Floor
New York, New York 10036-8775

Gentlemen:
He appreciate the opportunity to comment upon the exposure draft
on Internal Control-Integrated Framework. This is an extremely
important project, particularly in light of the possible
legislation which would require public management reporting on
internal control and attestation by independent public
accountants. Because of this possible congressional action, we
believe the final document should represent a strong, private
sector initiative on internal accounting control, including public
reporting, to demonstrate that legally mandated requirements are
unnecessary. This document, as it is presently structured, will
not accomplish that objective.
We believe changes are needed to respond to three basic criticisms:

1.

The broad definition of internal control goes beyond the
intent of the Treadway Commission, and there is a real danger
that this definition could be embodied in legislation
requiring public management reporting on internal control and
auditor attestation.

2.

The document does not specifically embrace several key
recommendations of the Treadway Commission which we believe to
be significant components of an internal control system.
These are:

a.
b.
c.

Management reporting on internal control.
Establishing Audit Committees composed of outside
directors.
Maintaining an effective internal audit function.
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The structure of the document is unwieldy and repetitive. The
Executive Briefing is not a condensed summary as one would
expect but rather includes complete discussions of some
concepts which should be in Part 2.

Following are elaborations on each of the above points.

We do not believe that the definition of "internal control" should
encompass management controls beyond financial reporting. In our
opinion, the present definition goes beyond the intent of the
Treadway Commission. In paragraph 3, page 34, the Commission's
report states, "The broad term internal control is often used to
describe both controls over operational tasks like product quality
assurance, production, and plant maintenance and controls over the
financial reporting process. Although operational or
administrative controls are an essential element of managing a
company's affairs, some do not affect financial reporting directly
and therefore are beyond the scope of this report." We could find
nothing in the Treadway Report which would indicate that the COSO
guidance on internal control should deviate from this basic
philosophy.
Using a broad definition of internal controls also introduces
unnecessary complexities, particularly in the context of public
reporting. One only needs to read Chapter 15 in the draft to
appreciate the confusion that results from a definition which
encompasses both operating and financial controls. Much of the
chapter is devoted to means of differentiating between operating
controls which do not affect financial reporting (and thus should
normally be considered outside the scope of the management report)
and those financial controls upon which a report should be based.
While the Chapter attempts to place "an appropriate fence around
internal control reporting", a legislator may not understand the
concept or simply feel that making this distinction is unnecessary
or too complex. Thus, the legislation may encompass operating as
well as financial controls in a requirement for public reporting
and attestation. As Chapter 15 states, ..."reporting on controls
over financial reporting is far more advanced, and must be
mastered before venturing into reporting in other areas."
Therefore, we feel that the focus of the internal control
framework should be on controls over financial reporting and the
definition now included with the "Special Purpose Definitions"
should be primary. We understand that overlap does occur and some

financial reporting controls are also operating controls and visa
versa. Operating controls which do not overlap with financial
controls could either be covered separately or not at all. While
this would involve a major change of direction for the project, we
feel the effort is necessary.

8068g2
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With a focus on financial controls, we believe the framework
should include a recommendation for public reporting on internal
controls. Such a recommendation would be consistent with "the
tone at the top” arguments in both the framework and the Treadway
report. Management has ultimate responsibility for internal
controls and public reporting is an ideal way to demonstrate
fulfilment of this obligation. Unless private sector action is
taken to encourage such reporting, mandatory reporting through SEC
regulations or by Federal law is likely to happen. Private sector
action is always preferable, and this framework may be the impetus
needed to expand voluntary reporting. In this regard, we believe
that Appendix J of the Treadway Commission’s report provides
useful guidelines for management reports and should be
incorporated into the framework.
We also believe the framework should embrace some other
recommendations and guidelines included in the Treadway report.
These are important adjuncts to an effective internal control
system and their inclusion in the framework would further
strengthen the document. These are:

a.

The Board of Directors of all public companies should
establish audit committees composed solely of independent
directors.

b.

All public companies should develop a written charter setting
forth the duties and responsibilities of the audit committee
(the Good Practice Guidelines for the Audit Committee in
Appendix I may be helpful for this purpose).

c.

Public companies should maintain an effective internal audit
function staffed with an adequate number of qualified
personnel appropriate to the size and the nature of the
company.

d.

Public companies are encouraged to adopt the Institute of
Internal Auditors' standards (Appendix G).

While including the appendices mentioned above would add
additional bulk to the framework, we believe they would provide
useful information to those who may not have access to the
Treadway report.

The draft contains a good deal of useful information, particularly
for companies without well established internal control systems.
However, we believe that reorganization of the data would make it
more understandable, easier to use and less repetitive. Following
are our suggestions:

8068g3
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a.

The Executive Briefing, consisting of four chapters, is longer
than normally expected of such summaries. Most executives
would not have the time to read and digest this material.
Chapter 1 adequately summarizes the rest of the document, with
the possible exception of "costs and benefits." This could be
remedied by adding the section on this subject now included in
Chapter 9 (page 96).

b.

The discussion in Chapter 2 on "Limitations of Internal
Control" should be a part of Chapter 9 on "Risk Assessment.

c.

Chapter 3 contains a thorough discussion of "Roles and
Responsibilities" which would be more appropriate in Chapter 7
on "Control Environment."

d.

The extensive discussion of "Evaluation of Controls" in
Chapter 4 is out of place in the "Executive Briefing"
section. It would be appropriate as a part of Chapter 14 on
"Monitoring."

e.

To simplify the "Internal Control Model," we suggest combining
the components of "Information Systems" and "Communications"
with "Control Procedures" since these three are so
interrelated.

f.

"Objectives" would be a more appropriate base for the
"Internal Control Model" since the remainder of the internal
control structure is designed to provide reasonable assurance
that these objectives are achieved.

g.

The discussion in Chapter 15 relating to "material weakness"
would be better as a part of the chapter on "Evaluation of
Controls" (or "Monitoring and Evaluation" as suggested in
point d. above).

Again, we appreciate this opportunity to comment on the proposed
framework and hope you find these suggestions useful.
Very truly yours,

David G. Harmer
Controller

8O68g4

1650 SUNFLOWER AVENUE
COSTA MESA, CA 92626
714/641-1230
TELEX 4722063

CORPORATION
Archive

June 13, 1991

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas, 6th Floor
New York, NY 10036-8775
Dear Sirs:
I am pleased to submit my comments to the Exposure Draft of “Internal ControlIntegrated Framework."

Definition and Components
I agree with your definition of internal control. With respect to the nine
components of internal control I believe these are all critical components of internal
control. I do not have any additions or deletions to this definition.

The key component is the integrity, ethical values and competence component. If
top management doesn’t provide the right tone at the top the underlying control
infrastructure will be ineffective.
Evaluation of Internal Controls
The internal control evaluation process at our organization is not as formalized as
the written evaluations included in the appendix. We rely heavily on our controllers at the
business units to design and evaluate internal controls. We have recently implemented a
controller’s checklist and credit and collection checklist to help identify control
weakpoints.

We believe our internal control evaluation process is effective but as we grow we
will need to formalize this process more. We are in the process of building an internal
audit department to assist in this process. The evaluation tools in the appendix will be a
useful tool to supplement our evaluation of internal controls.

June 13, 1991
Page 2 of 2

Management Reporting to External Parties
The guidance material for companies desiring to publish a management report on
internal controls is helpful. However, I think most companies should go through two or
three cycles of internal control assessments before they really have enough confidence to
make public assurances about the effectiveness of internal controls.

At this time we do not intend to put an internal control assessment in our annual
report. I believe that such an assessment should be part of an overall management report
affirming management’s overall responsibility for the financial statements rather than a
separate report.
Also, in the current litigious environment a company has to be very careful about
the representations it makes. Unless there is some legal safe harbor established for such
good faith representations the potential adverse consequences outweigh the benefits.

General

There was a clear need for the accounting profession to assist management of
companies in evaluating internal controls and to reinforce the importance internal controls
have in impacting the ability to publish financial statements which are free from material
error. I would be pleased to discuss my comments with you.
Very truly yours,

Glen E. Medwid
Director, Corporate Accounting
GM:ka

GM910037

Pfizer Inc
235 East 42nd Street
New York, NY 10017-5755

Pfizer

John C. Mesloh

Vice President-Controller

June 13, 1991

The Committee of Sponsoring
Organizations of the Treadway Commission
1211 Avenue of the Americas
6th Floor
New York, New York 10036-8775

Reference:

Internal Control - Integrated Framework

Gentlemen:

Pfizer Inc. appreciates having the opportunity of providing the Committee of
Sponsoring Organizations (COSO) with this comment letter concerning your March
12, 1991 exposure draft (ED), Internal Control - Integrated Framework. Pfizer
is a worldwide, research-based company with sales of over $6 billion and total
assets of approximately $9 billion.

We believe that this ED will be helpful in achieving the objective of the Tread
way Commission recommendation, i.e., a common definition of internal control and
common criteria for evaluation.
The ED contains elements of a working model or
guide which the COSO called ”a set of tools that may be useful in conducting an
evaluation of an entity's internal control system".
We have divided our comments relating to the ED into three broad issues:

1.

The definition of internal control

2.

The number of internal control components

3.

Management reports
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Definition of Internal Control

We generally agree that the definition included in the document provides a
reasonable basis to evaluate the effectiveness of internal control. The ED
indicates that a critical factor in an organization's internal control system is
the interest by management and directors in ethical behavior and strong controls.
The ED goes further and states that integrity and ethical values are a shared
responsibility at all levels of the organization, but are the primary responsi
bility of senior management, starting with the CEO, setting the "tone at the
top”. This implies that internal control is, in fact, management because it in
cludes most managerial activities, including the establishment of entity wide
objectives and risk assessment. Pfizer already has the components in place and
they are functioning very effectively. We do not anticipate compliance diffi
culties and would expect a similar pattern at most large companies.
We view internal control as a plan of organization and all related measures to
safeguard assets, check accuracy and reliability of financial data, promote
operational efficiency and encourage adherence to managerial policies. Opera
ting from this base, implementation of the expanded definition included in the
ED would be a natural progression. Management will not consider this an addi
tional burden.
The Number of Internal Control Components

The ED states that "Internal control consists of nine interrelated components.
Each is critical and must be present for internal control to be effective."
This statement is pervasive in the document and implies that all nine components
are of equal importance to the effectiveness of an entity's internal control
structure and that management must evaluate each component individually when
assessing the overall effectiveness of the internal control structure. Judge
ment will be based upon this standard. This may not always be the situation.
For example, some public companies might not formally include each of the nine
components outlined in the report and yet are able to maintain an effective
internal control structure over financial reporting.
We feel that it may be more efficient to combine certain of the identified in
ternal control components when evaluating internal controls over financial re
porting. We believe that the integrity, ethical values and competence compo
nents are such vital and integral parts of the control environment that these
components can be combined. This would alleviate concerns regarding overlap
among the components as being too great and that all components as presently
defined are not of equal importance in determining the effectiveness of an
entity's internal control structure.
With fewer components of almost equal importance and some guidance concerning
material weakness, we could agree with the document's statement that all com
ponents should be present for management to assert that the entity has an
effective system of internal control.
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Management Reports

We believe that external reporting by management should be confined to those in
ternal controls that relate to financial reporting and should be subject to the
threshold of material weakness relevant to an entity's internal control struc
ture. Controls of an operational nature and compliance with laws and regula
tions should not become a focus of management reports and the reasons for ex
cluding these areas should be stated in the final COSO report.
We anticipate that the assertions contained in the management report related to
financial reporting controls will broaden the independent auditor's responsi
bilities. Cost-benefit analysis must be considered when weighing auditor's
involvement with management's report. We are of the opinion that a public
expectation exists that independent auditors should provide more "comfort" to
users of financial statements. In particular, users expect to be informed of
early warnings of problems at a company that may affect the financial health of
the company. This is a situation that can easily lead to "auditor involvement
overload". We question how much benefit and additional assurance would be
provided to the public, beyond that already offered under current practice
(which includes assessment on a going-concern basis), by a separate auditor's
report on the review of management's assessment of internal control.

Point- in-Time Reporting
Management's report on internal control should be at a point in time. A
material weakness that existed at year end, but is corrected prior to the
issuance of the management report, need not be reported. If there is concern as
to the reliability of interim information, this objective would be better met by
requiring timely quarterly reviews, relating to the quantity of the reporting,
by external auditors.
Conclusion

While we agree with most of the provisions of the ED, we recommend that a field
test be conducted utilizing the methods of evaluation and techniques provided in
this document. The field test should include both strong operating companies
and several organizations which have recently failed. The results of the test
should allow a proper assessment of the effectiveness of the approach proposed
in the exposure draft including the capability to detect initial signs of
financial difficulties. In addition, since the ED does not currently express a
position on the merits of public reporting on internal control, the results of
the proposed field test should yield the information necessary to recommend a
position on this issue.

Yours truly,

J. C. Mesloh
eg

Ford Motor Company

The American Road
P.O. Box 1899
Dearborn, Michigan 48121-1899

June 17, 1991

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas
6th Floor
New York, New York 10036-8775
Subject:

Exposure Draft on Internal Control

Dear Sirs:
We appreciate the opportunity to comment on your exposure draft.
From an overall standpoint, we believe the report provides added perspective
concerning the process of internal control. In particular, the appendix
questions provide insight into areas of potential risk that should be
considered within the internal control framework. We have, however, two
major areas of concern.

First, we believe the definition of internal control used in the
exposure draft is too broad -- particularly the connection made between
internal control and overall business objectives. In our view the concept
of internal control should be restricted to ’’financial control”, and should
focus on specific ways that strong financial control can help to identify
and, in some cases, manage business risk. We believe financial control
implies that:

(a)
(b)

(c)

a firm’s assets are adequately protected against fraud, or other
forms of unlawful conduct,
financial statements adequately reflect the results and status of
the business, and
the actions of individuals within the organization are fully
consistent with stated management policies, and with applicable
governmental laws and regulations.

It would be helpful if specific guidelines could be developed as part of
the final draft that measure the existence of controls that achieve the
above objectives.

Committee of Sponsoring Organizations
of the Treadway Commission
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With respect to the nine components of internal control described
in the exposure draft, we believe they are necessary but not sufficient for
internal control. Clearly, “an atmosphere conducive to effective control
and a control consciousness on the part of the organization's people" is
important if an internal financial control program is to be effective.
Similarly, the establishment of objectives, forecasts of results, budgets,
and other tools from which expectations can be derived are important in
identifying deviations that could result from financial control weaknesses.
We also believe, however, that the draft should be expanded to focus on
specific elements required to ensure the attainment of items (a)-(c) above.
Examples include audited guidelines on segregation of duties, audit and
review of systems that input to financial statement ledgers, etc.

The second major concern relates to disclosure -- and the concept
of "effectiveness". In our view, the draft should be modified either to
provide specific guidance on how to measure effectiveness in relative
terms, or change the proposed disclosure to a concept that can be measured.
The debate surrounding "who" should disclose (management vs outside
auditors) has little relevance as long as the nature and meaning of the
disclosure remains unclear.

In summary, we applaud the work done to date, but recommend
additional work to refocus on the narrower issues of financial controls and
how these should be viewed within the context of Overall business risk. If
you have any questions concerning these comments, please do not hesitate to
call.
Sincerely,

R. D. Cooley
Accounting Director

PACE
UNIVERSITY
York City • White Plains • Pleasantville/Briarcliff

New York City Campus
Pace Plaza, New York, NY 10038-1502

(212) 488-1200

19 June 1991

Committee of
Sponsoring Organizations of
the Treadway Commission
1211 Avenue of Americas
6th Floor
New York, NY 10036-8775

Gentlemen
Your report INTERNAL CONTROL—INTEGRATED FRAMEWORK is
interesting. I have just one question to raise, however.

What is the rationale for the statement: "Internal control
cannot be expected to provide more than reasonable
assurance.”? (page 4) The discussion on page 6 is not
enlightening and does not reflect what careful, risk
sensitive business executives require of their internal
control systems.
Does ’’reasonable assurance” have different
meanings in different contexts? Is it a range of meanings?
How is the concept related to risk level?
In practice, it appears that there are varying levels of
assurance expected because of the variations in criticalness
of transactions. The monitoring of a customer’s portfolio of
$5 million is certainly far stricter than the monitoring of a
petty cash fund of $100. A blanket level of assurance seems
inappropriate.
I wonder if something more needs to be stated about the
interpretation of reasonable assurance in the context of identified
risk levels.

A follow-up abbreviated document that would be useful in
informing managers at several levels in companies would be
a valuable addition to the internal control literature.
You have undertaken a significant task.
its successful completion.

Sincerely yours

Mary Ellen Oliverio
Department of Accounting
Graduate School of Business

Best wishes for

BURLINGTON NORTHERN INC.

June 10,1991

777 Main Street
Ft. Worth. Texas 76102

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas
New York, New York 10036
Gentlemen:

As requested we have reviewed the exposure draft Internal Control Integrated Framework and offer the following comments.
Summary

While we concur with the general content and concepts expressed, we have
three primary observations and concerns regarding the issuance and
application of the Internal Control-Integrated Framework document:

• We anticipate the framework guidance will quickly evolve into standards
with sanctions for non-compliance. This is troublesome given the broad
definition of Internal Control followed in the study.
• The framework may erroneously perpetuate the belief that business
management, judgment, integrity and competence can be universally
described, measured and verified.
• An economic cost in the form of both increased audit fees and internal
administration to prove compliance with sound business practiceswill be
imposed on organizations indiscriminately.

Conclusion

To be effective we urge that the report be segmented and issued by Control
Category; i.e., Financial, Compliance and Operations, at a minimum, so as to
recognize the disparate purposes for which it will be used. While we agree
that an integrated approach to internal control is desirable, the pragmatic
impact in terms of how the document will be used must be considered. Since
it will likely represent the primary source of authoritative literature on the
topic of internal control, it is reasonable to assume that all parties; i.e.
regulators, legislators, shareholders, etc., interested in guidance will refer to
it. Yet as noted throughout the document itself, there are varying needs of
these parties requiring such guidance in this area. If the authors are unable
to segment the report by control category, it is not reasonable to expect the
various users, who are seeking guidance, to make such distinctions. The
result is then likely to be the codification and application of a much broader
definition of Internal Control than would be appropriate for each specific
purpose. This would extend the framework's impact inappropriately beyond
the stated purpose.. ."to provide a starting point for individual entities for
education and assessments of internal controls."

Notwithstanding our concerns, the need for a comprehensive study in the
area of internal control is clear. The draft document is thoughtful and well
prepared. Properly implemented it can be a meaningful tool for
management as we execute our responsibilities to the various stakeholders
involved with the multitude of enterprises to which this framework applies.
Sincerely,

Don S. Snyder
Vice President - Controller
and Chief Accounting Officer
Burlington Northern Railroad Company
cc:

Mr. Gerald Grinstein
Mr. Robert F. McKenney
Mr. Frank Green
Mr. Ken Evans - Coopers & Lybrand
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American Cyanamid Company
One Cyanamid Plaza
Wayne, NJ 07470

Robert D. Reisman
Controller

June 24, 1991
Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas, 6th Floor
New York, New York 10036-8775
Gentlemen:

We have reviewed the COSO Exposure Draft, entitled Internal
Control-Integrated Framework (ED), and generally agree with its
content. More specifically, we concur with relevant
definitions and the essential components and believe that the
methods and techniques can serve as useful tools. However, we
strongly believe the management reporting guidance in its
present form is not appropriate.
Before making specific comments on the ED, we have a few
philosophical concerns, as follows:

1.

We perceive that there is a growing misconception regarding
internal control. Congressional critics appear to believe
that internal control is the means to the end for
preventing fraudulent financial reporting and honest
business failures. Although the ED provides guidance on
the application of internal controls such, or in fact any,
guidance or legislation alone cannot insure that fraud or
business failures will not occur. Specifically, certain
provisions of the ED seem "unenforceable" due to their
subjectivity (e.g., integrity and ethical values which are
paramount to the success of any control system). The ED,
in reality, is attempting to address a social issue which
centers on the honesty and integrity of individuals within
an organization. The guidance provided in the ED will be
no more effective in preventing fraud and business failures
than speed limit signs are in preventing speeding. The ED
describes the components of a proper internal control
system, but individuals determine effectiveness.

2.

Are the methods, techniques and reporting guidance
appropriate for all business entities? While the material
is clearly of interest to all, as a practical matter, we
sincerely doubt if a lot of the guidance can be used by
smaller companies. If such guidance is not usable especially for management reports - will it result in a
stratification of compliance or a so called "second class
citizen" system?
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Conversely, will these smaller entities be required to
implement non-cost beneficial controls resulting in a lack
of cost competitiveness with larger or foreign entities?
Our specific comments on the ED with regard to Management
Reporting are as follows:
1.

It should be made very clear, in the final report, that for
purposes of external management reporting over the
preparation of financial statements, the internal control
definition is restricted to that listed in Chapter 5, pages
52 and 53, definition of internal control over financial
reporting. Further, rationale similar to that presented in
Chapter 15, page 144, dealing with the scope of management
reporting should be included in Chapter 5 to support the
definition of internal control for financial reporting.

2.

We have a major concern with the guidance offered in
Chapter 15 of the ED which deals with Management Reporting
to External Parties. We believe it is only appropriate for
two week management to report on ’’their responsibility” for
internal controls over preparation of financial statements.
We strongly oppose any suggestion or guidance which
requires management to report on the "adequacy" of their
systems of internal controls. Such a requirement is
redundant to management's representation that it is
responsible for the system, and provides no added value.
Further, an assessment by management of the internal
control system is tainted in appearance as the evaluator of
the system is also the designer and for smaller entities
may be the system itself. We believe the acceptance of
responsibility by management for the internal control
system also includes the functionality of the system which
management designed. For management to attest to the
adequacy of such a system would be clearly farcical. We
find it difficult to envision circumstances in which an
entity would report that their system of internal control
was inadequate.
In addition, we believe that the expansion
of such reports to encompass the management control
process, or internal controls as more broadly defined in
the COSO report (including compliance and operational
issues), will not be practical, cost effective, nor
meaningful to investors.

3.

The ED provides on page 156 basic guidance relative to the
contents of management reports on internal control over the
preparation of published financial statements. The ED
continues with an illustrative report that conforms to
these guidelines. We believe the illustrative report
should be eliminated. Including the report may cause it to
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become the standard or even the specific required report.
We feel the provided guidance is adequate without the
illustrative report. Furthermore, as the COSO Report is
intended as a guide, we strongly urge that the word
"should" contained in the introduction to the bullet points
on Page 156 be changed to "could", or some other
non-obligating wording.
In conclusion, we strongly urge consideration of our comments
regarding the management reporting guidance offered in the ED.
Overall, we believe the ED can serve a very useful purpose as
an internal control guide and represents a positive step in the
evolving process in the understanding of internal controls.

R. D. Reisman
RDR/rcl
1124

College of Business Administration
Department of Accounting

Louisiana State University

AND AGRICULTURAL AND MECHANICAL COLLEGE

BATON ROUGE • LOUISIANA • 70803-6304

(504) 388-6202

June 24, 1991

Mr. Robert L. May, Chairman
Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas, 6th Floor
New York, NY 10036-8775

Dear Mr. May:
I have completed a review of the Exposure Draft on Internal
Control—Integrated Framework. I feel that the document does not
achieve the stated objectives. The report is narrowly focused
and overemphasises financial controls and financial reporting.

Sincerely,

Glenn E. Sumners

GES/rh

Committee of

Sponsoring Organizations of the Treadway Commission
1211 Avenue of the Americas, 6th Floor, New York, NY 10036-8775 Telephone (212) 575-6656

July 10, 1991
To:

Richard M. Steinberg, Coopers & Lybrand
Howard Siers, Consultant
Project Advisory Council to COSO
P. Norman Roy, Financial Executives Institute
William G. Bishop, Institute of Internal Auditors
Louis Bisgay, National Association of Accountants

Gentlemen:
Attached is batch nineteen of comment letters containing thirteen
responses on the exposure draft, "Internal Control — Integrated
Approach.
Sincerely,

Thomas P. Kelley, CPA
Group Vice President
Professional

TPK:jmy
Enclosure

Robert L. May. Chairman
Representing the
American Institute of
Certified Public Accountants

Alvin A Arens
Representing the
American Accounting Association

William G. Bishop
Representing The
Institute of Internal Auditors

Thomas M. O'Toole
Representing the
National Association of Accountants

P. Norman Roy
Representing the
Financial Executives Institute

Duke Power Company
P. 0. B 0 X 3 3 18 9

GENERAL OFFICES

TELEPHONE: AREA 704
373-4011

422 SOUTH CHURCH STREET

Charlotte, N.C. 28242

May 30, 1991

TO:

Committee of Sponsoring Organizations of the Treadway
Commission
1211 Avenue of the Americas, 6th Floor
New York, NY 10036-8775

SUBJECT:

Internal Control - Integrated Framework Exposure Draft

We have reviewed the Internal Control-Integrated Framework
Exposure Draft (3/12/91). We are interested in seeing a
standardized, consistent approach developed for understanding and
evaluating internal controls and would like to offer comments for
your consideration.

For the concepts in this exposure draft to be put into practice,
the report must be well organized, the organization and
evaluation methods must be easily understood by management, and
the evaluation tools must contain enough extensive detail to make
the tools practical. Most of the comments are intended to make
the report clearer and more understandable.
The comments are organized by the four issues on which you asked
to receive comments, and include additional suggestions.

I.

DEFINITION Comments
1. The "nine interrelated components” should be omitted
from the core definition of Internal Control. As
recognized in Chapter 1, there is much diversity
concerning how internal control is viewed, with current
literature containing a variety of breakdowns and
categorizations of internal control. Although these
nine components are a good breakdown, they are
certainly subject to further categorization, rewording,
and changes.

To stress their importance, the components should be
listed immediately after the definition.

2.

To follow up on the statement that, "Too often,

internal controls are thought of as being synonymous
with internal accounting controls,” a statement should
be made stating that internal accounting controls are
"a part” of internal controls.

II.

COMPONENTS Comments
1. To keep the main headings as concise and simple as
possible, the component, ’’Integrity, Ethical Values and
Competence" can be shortened. It is unnecessary to
include both Integrity ("soundness of moral character")
and Ethics ("system of moral principles") in the
heading. The component can be stated as "Integrity and
Competence."

III.

EVALUATION -

This section of the report could be of great practical
benefit in organizing internal accounting control reviews
if it was easy to understand and organized well with the
other chapters of the report. These suggestions are for
making the Evaluation Tools more concise, practical, and
understandable. The current method of presentation is not
organized nor presented well enough to be considered a
standard to follow.
Comments
1. Exhibits C-l thru C-10 should be combined with C-17
thru C-26. Much of the information in the first set of
exhibits is duplicated in C-17 thru C-26, but appears
to be more useful in the latter set because of the
additional columns of information provided. These
exhibits can be combined into one set, making the
report less voluminous and more likely to be read.
2.

The format of the exhibits should be kept consistent.
The column headings and number of columns vary with
each exhibit, yet there is no indication of the reason
for the differences. Consistency is imperative in
creating a standard, and by keeping the format the same
the report will be easier to follow and the tools
easier to use.

3.

The exhibits should not have the same type of numbers
as the page numbers; for this causes some confusion.
(eg. Exhibit C-10 is on page C-47) The tools would be
easier to use if the page numbers did not contain
letters.

4.

The report would be more apt to be used as a reference
tool if an index appeared in the back. The reader
would be able to locate specific evaluation tools with

ease.
5.

The flowcharts should correspond to, and aid in
understanding, the other exhibits. They present the
organization of a company very well, but too many
assumptions must be made to tie the flowcharts to each
other and the rest of the report.

6.

The evaluation of Internal Control should be organized
by objectives. By definition, successful internal
control is the achievement of objectives. Rather than
using "Points of Focus", use "Objectives" in the
Exhibits. The heading, "Description/Comments" could
become "Procedures". The terms, "Objectives" and
"Procedures" are clearer than "Points of Focus" and
"Description/Comments", and provide consistent use of
terms throughout the report.

7.

In general, the criteria for evaluating the adequacy of
the components of internal controls needs to be further
developed. More practical guidance in interpreting
the results of the evaluation should be provided. If
the questions are to be used as standards, they need to
be objective. Standard questions should be provided.
Their use would be mandatory in an internal controls
review. They could be followed by suggested questions,
Each organization would use their discretion in
deciding which of the suggested questions would be
appropriate .
Judgement will always be required, but without the use
of accepted criteria and guidelines for the more
intangible components, convincing management that their
integrity, ethics, philosophy, communications, etc. is
weak would be a difficult task. The weaker
management’s integrity, ethics, etc., the more
difficult it would be to convince management of the
problem without good criteria. The questions and the
Points of Focus are useful, but more criteria is
needed, and hopefully will be proposed in the "Internal
Control - Integrated Framework" final draft.

IV. CURRENT APPROACH AT DUKE POWER CO.
We use two methods to document and evaluate Internal
Controls. First, we use a cycle approach to separate
transactions into related groups or cycles (payroll,
disbursements, financial reporting, etc.).
Control
objectives are identified within each cycle. Then the major
control procedures used to accomplish these objectives are
documented and evaluated for adequacy. Second, we use the
Deloitte & Touche (our external auditors) Controlplan. The
ControlPlan is a questionnaire approach which evaluates
responses for potential weaknesses. Deloitte & Touche uses

the evaluation results during their annual financial audit.
We will use selected evaluation tools provided in the
"Internal Control - Integrated Framework” Exposure Draft to
supplement our current approach.

Very truly yours,

Janelle Moffett
Director, Accounting Support

DePaul

University
June 14, 1991

School of Accountancy
25 East Jackson Boulevard
Chicago, Illinois 60604-2287
312/362-8770

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of Americas, 6th floor
New York, NY 10036-8775
Gentlepersons:

Enclosed please find a copy of a term paper entitled:
”A
Critique of the Exposure Draft, Internal Control - Integrated
Framework” prepared by one of my graduate students, Thomas M.
Korytowski. I believe many of the points he makes are valid:
Positive Aspects:
1. Fulfills Treadway mandate
2. Highlights CEO responsibility as "owner" of the internal
control system
3.
Provides extensive documentation of tools which can be
used for evaluation
4.
Identifies the two most critical aspects of an internal
control system
Negative Aspects:
1. Overall approach confusing
— Model of internal control system too complex
— Too many components, yet
— Considers only a limited number of internal control
objectives
2. Determination that external reporting is not a component
of an internal control system is absurd
3. Rationale presented for limiting management reporting to
only one of the three objectives of internal
control discussed is indefensible

My evaluation of Mr. Korytowski’s analysis is that he deserves
a superior grade on this paper. This is in spite of the fact that
his 19 pages well exceeded the maximum length of the paper he was
required to prepare. On the other hand, I believe the authors of
the Exposure Draft and the Advisory Council deserve only a grade of
Incomplete, pending appropriate resolution of the many issues no
doubt being raised by several commentators.
My own personal
thoughts will be communicated under separate cover.
Yours very truly,

Curtis C. Verschoor
Professor

A CRITIQUE OF THE EXPOSURE DRAFT
INTERNAL CONTROL - INTEGRATED FRAMEWORK

THOMAS M. KORYTOWSKI

ACCOUNTING 536
DR. CURTIS VERSCHOOR

SPRING TERM

JUNE 6, 1991

A CRITIQUE OF THE EXPOSURE DRAFT INTERNAL CONTROL - INTEGRATED FRAMEWORK

I. INTRODUCTION
1

Among the forty - nine recommendations

made by the Treadway

Commission was a call for its sponsoring organizations to work
together to develop a common definition of internal control and

to provide guidance for judging the effectiveness of and for improving
2
internal control. The exposure draft ” Internal Control - Integrated
Framework” is the response of the Advisory Council of the Committee of

Sponsoring Organizations to this recommendation of the Treadway
Commission.

This exposure draft provides a definition of internal control,

identifies nine control components of internal control, gives
a standard by which an effective system of control can be judged to

exist and describes several aspects of internal control reporting.

This paper is my summary of the major aspects of the exposure
draft and my analysis of the positive and negative features of the

exposure draft.

II. MAJOR FEATURES OF THE EXPOSURE DRAFT
METHODOLOGY

The report project consisted of five phases:

1. Literature search.
2. Interviews

3. Questionnaires
4. Workshops
5. Public Exposure

3

The report says that the project team reviewed over 1700
abstracts, from which 700 sources were selected. In addition,

45 interviews were conducted with executives, legislators,
academics and the managers of public accounting and consulting
firms. Questionnaires were received from 522 additional professionals
4
and finally, seven workshops were conducted.

This extensive process was used in order that a report

would be produced "that is both theoretically sound and meets the
needs of business executives who effect internal control within
5
the constraints of the 'real world'”.

EVENTS LEADING TO THE REPORT

This report is the latest in a series of events that were
precipitated by the Watergate investigations of 1973 - 76. As a
result of these investigations " legislative and regulatory bodies
6
began to give significant attention to internal control."
These

investigations " revealed that a number of major US corporations made

illegal domestic political contributions and questionable and illegal
7
payments, including bribes, to foreign government officials."

Among the events preceding the exposure draft were the passing
of the Foreign Corrupt Practices Act of 1977, the report of the

Commission on Auditor's Responsibilities, recommendations made by the
SEC, guidance issued by the AICPA's Special Advisory Committee on

Internal Control, and the issuance of two studies by the Financial
8
Executives Research Foundation.

The Treadway Commission was the direct predecessor of the
Advisory Council. One of the recommendations of the commission was a

request that its sponsoring organizations "work together to integrate
various internal control concepts and definitions, and to develop a
9
common reference point."

OBJECTIVES OF STUDY
While the report was intended to fulfill a recommendation of
the Treadway Commission by providing a definition of internal control

and by identifying control components, the Advisory Council stated

that it viewed the primary objective of its work as helping
"management of business and entities better control their
10
organizations' activities."
The report acknowledges that it attempted to "integrate various
11

internal control concepts into a framework."

From this objective

comes the title of the study - " Internal Control - Integrated
Framework."

DEFINITION OF INTERNAL CONTROL AND NINE CONTROL COMPONENTS
The report proposes the following definition of internal

control:
The process by which an entity's broad of directors,
management, and/or other personnel obtain reasonable
assurance as to the achievement of specified objectives;
it consists of nine interrelated components, with integrity,
ethical values and competence, and the control environment,
serving as the foundation for the other components, which
are: establishing objectives, risk assessment, information
systems, control procedures, communication, managing change
and monitoring.
12

I have included a graphic reproduction of the control

component model that is in the exposure draft in Figure 1.
The Advisory Council noted in their definition that two of the

components - integrity, ethical values, competence and control

13

environment - "serve as the foundation for the other components."
In answer to the question of how an effective system of internal

control can be judged to exist, the reports provides the standard to

make this judgment. " A system of control is effective when all nine
14
criteria are satisfied."
The report also points out that the definition is based on five

fundamental concepts:
1. Internal Control is a process, a means to an end.
2. Internal Control is effected by people.
3. Internal Control cannot provide more than a reasonable
assurance.
4. Internal Control is geared towards the achievement of
objectives in all areas.
*
5. Internal Control consists of interrelated components. 15
* For purposes of the study, the objectives of internal control
are considered to fall into three categories - operations,
financial reporting, and compliance.

LIMITATIONS

The report states that even in the best of cases, internal
control can only provide a reasonable assurance that an entity's
objectives will be accomplished. The reports notes that internal

control is subject to six major limitations. They are:

1. Reasonable assurance is not absolute assurance.
2. Entities must consider the evaluation of benefits
and costs.
3. There are difficulties in establishing limits of
responsibility for human behavior.
4. Internal Controls can break down.
5. Senior managers may override controls.
6. Collusion may cause control failures.
16

INTERNAL CONTROL MODEL

ROLES AND RESPONSIBILITIES
In the report, the Advisory Council identified those persons

it thinks have special responsibilities for internal control. It
notes that management is responsible for the internal control system

of an entity, as it is responsible for all activities of an

organization and that while " virtually all employees play some role
17
in effecting control," two individuals and several groups within an

organization have special roles and responsibilities.
The Chief Executive Officer " has the ultimate ownership
18
responsibility for the internal control system. "
The CEO fulfills
this duty by providing leadership and direction to senior managers and

by meeting periodically with senior managers to review their
19
responsibilities.
The report notes that because of his or her unique position, the

CFO has a special role to pay. This role includes, but is not limited

to, setting a tone of ethical conduct, having the primary

responsibility for the financial reporting system and for an
20
organization's financial statements.
The board of directors provides direction, guidance, and
oversight and often exercises its authority through an Audit
21
Committee.

Finally, Internal Audit has a special role to play, since its
primary reason for existence is to " directly examine the adequacy
and effectiveness of internal control components and recommend
22
improvement in such controls."

EVALUATION OF PROCESS
The report outlines a basic evaluation process that is composed

of three steps:

1. Understand the system.
2. Test the controls.
3. Analyze the results.

23

The report notes that a number of analytical tools are available

and indicates that the documentation of an entity's internal control

system is a function of a number of factors - size, complexity of
24
business, etc.

MANAGEMENT EXTERNAL REPORTING
The Advisory Council refused to make a recommendation or take a

position on the issue of requiring management to report on its

internal control system to the public, it merely provides guidance to
25
those entities that chooses to do so.
Its justification for this

stance is that ’’ public management reporting on internal control is
26
not a component of, or a criterion for, effective control. "
It

also suggests that when management reporting to external parties does
take place, it should "focus specifically on controls over published
27
financial statements."
III. POSITIVE FEATURES OF THE EXPOSURE DRAFT

I believe that there are six positive aspects of the exposure

draft that should be highlighted.
FULFILLED REQUEST OF TREADWAY COMMISSION
First of all, I think that the exposure draft shows that the

Advisory Council did the job that they were requested to do. This

council was established to fulfill a specific request made by the

Treadway Commission.
I think that it can be fairly stated that the Advisory Council
did provide a definition of control, a model of control components,
and the criterion by which an internal control could be assessed.

The study outlines evaluation methodologies and provides

extensive documentation and examples of analytical tools that could be
used to evaluate internal control. In this regard, the Advisory
Council did a thorough job.

DEFINE "OWNER' OF CONTROL PROCESS
I believe that another positive aspect of the exposure draft is
its reaffirmation of the special role that the Chief Executive Officer
of an organization has in the control process. The study emphasizes

the primary role that management in its entirety has managing internal

control - as it has for all activities. It additionally points out,

however, that it is the CEO who has the most critical responsibility
in this regard. The report says that the CEO " has the ultimate
28
responsibility for the internal control system."
The report notes that the CEO fulfills his duty in this regard

in two major ways:

1. By providing leadership and direction to senior management
to shape values, principles and major policies that form
the foundation of the entity's internal control system.
2. By meeting periodically with senior managers responsible
for major functional areas to review their control
responsibilities and the state of control in the groups
that they manage.
29

The report does go on to describe the role and

responsibilities that management as a whole, senior management,

financial officers, internal audit, the board of directors and its

audit committee and indeed, all employees of an organization, have
in the control process.
However, it is important that an single, focal point exist.

By having the CEO be that focal point, the ability of an entity

to set the right tone of integrity and ethical values so critical
to the effectiveness of a system of internal control is strengthened.
PROVISION OF ANALYTICAL TOOLS FOR EVALUATION

A substantial portion of the report is devoted to the evaluation
of controls and the analytical tools needed for such an evaluation.

Chapter 4 of the report is devoted to the process, methodology,

documentation and the reporting aspects of the evaluation of controls.
Appendix C is 169 pages in length and provides a detail set of
analytical tools for each of the nine control components, a reference

manual and examples of completed evaluations.
Indeed, I think that the thoroughness of this aspect of the

report is one of its strengths. It does provide a substantial amount
guidance for evaluation and many practical examples.

IDENTIFICATION OF CRITICAL DEFICIENCIES

This part of the report might be referred to the emergency
diagnosis section. The Advisory Council identified those control

components whose absence most often lead to internal control

failures.

While the report does note that the other components are
important, and all are inter - related, it does state the belief

that the absences of these components would indicate an organization

most in need of improvement in its system of control.
BUILT - IN VERSUS BUILT - ON

The report states that its primary objective is to help
management better control the activities of their organizations.

A critical aspect of control is to have a process that is

planned and designed for incorporation with all activities of
management. The report refers to this critical aspect of control as

being built - in versus being built - on.
The report clearly states that control cannot be superimposed

on the organization's structure, but must be built into and
integrated with the info - structure of an organization. The report

notes that any attempt to do otherwise will increase costs;
30
integrating controls needs to be done up front.
CRITICAL NATURE OF TWO COMPONENTS
The exposure draft proposes a complex model of control

components. It does, however, make clear that two of these are of
such a fundamental nature that they demand special attention. The

definition of internal control developed by the Advisory Council

clearly states that "Integrity, ethical values, competence and the
control environment, serving as the foundation for the other control
31
components."

The critical role of these two components is reflected in the

attention the report gives them in the evaluation process.

" Integrity, ethical values and competence and the control environ -

ment are so important to the functioning of the other components of
the internal control system that they should be formally evaluated
32
on a regular basis."

Because the model proposed by the Advisory Council is so complex,

I think that it was beneficial to have a smaller number of critical

control components identified. These two components are the foundation

of an effective system of control. The existence and operation of the

other components could never be effective without the foundation
being in place.

IV. NEGATIVE ASPECTS OF THE EXPOSURE DRAFT
I have acknowledged that the Advisory Council in its exposure
draft fulfilled the tasks for which it was created. In this portion

of my paper, I will attempt to judge how well it fulfilled its tasks
by examining three aspects of its report.

COMPLEX MODEL
Very early in the report, the Advisory Council stated that the

framework of control components that it proposes " is designed to

accommodate most viewpoints, and provides a starting point for
implementation by individual entities, for education and for
33
assessment of internal control."
The council may have set itself an
impossible task in this statement.
It seems to me that a working committee has fundamental choice to

made in approaching a complex subject area. It can choose an approach

that acknowledges the complexity of the subject matter and proceeds
to identify an small number of key factors, or it can choose a

comprehensive, all inclusive approach identifying as many factors
as it can determine.
The approach that the Advisory Council selected actually seems to
be a combination of both of these possibilities. It attempts to

provide a starting point, an introduction by proposing a model of nine
complex and inter - related components.

The Advisory Council had the opportunity to propose a simple

model with fewer control components. It noted the critical nature of
the first two components ( Integrity, Ethical Values, Competence and
Control Environment ) in its definition of internal control.
The report also highlights the critical nature of the same two

components and monitoring when proposing the scope and frequency of
34
evaluation.
Finally, it noted in its list of critical control

deficiencies, the five control components that appear to be most
often associated with control failures.
In short, while the reports made references to the possibility
of using simple models with fewer control components, the council

finally determined that a complex, inter- related model was more

appropriate. In doing so, the council choose a model that is more an
amalgam than an integration. It wanted to propose a model for

education and as a starting point; it wound up proposing one that is
complex and formidable.

I think that the proposal of a simpler model with fewer
components would allow easier acceptance by the management of entities

of all types and would better fulfill the objective of providing a

starting point for implementation and education.
LIMIT OF OBJECTIVES

I find it curious that while the report stresses that internal

control is geared towards the objectives of an organization, and while
it proposes a complex model of internal control, it simplifies the

number of control objectives it recognizes for its study.
There are five objectives that are normally associated with
internal control:

1.
2.
3.
4.
5.

Compliance
Economy and efficiency of operations
Reliability and integrity of information.
Safeguarding of assets.
Accomplishment of goals and objectives.

The report simplifies its consideration of possible objectives

to a set of three:

1. Operations.
2. Financial reporting.
3. Compliance.
35
While it would be possible to match up the five objectives listed

above with the reduced list of the report, I was confused by the

advisory council's desire to simplify its considerations in this

regard, while being comprehensive in its definition of control
and its listing of control components.
EXTERNAL REPORTING
Many publicly held corporations, and especially Fortune 500
corporations, include some reporting about their system of internal

control in the annual financial statements. The content of these
reports vary widely from corporation to corporation.

Several predecessor groups to the Advisory Council have made
recommendations for this type of reporting. The Treadway Commission
itself made such a recommendation.
The Advisory Council had the opportunity to make a recommendation

in this regard but declined to do so. " This report does not express
36
an opinion on this issue."
It rationalizes its position in this

regard by noting that other public and private sector are charged with
37
the responsibility of addressing this matter.
It further stated that "It should be recognized that public

management reporting on internal control is not a component of, or
38
criteria for, effective internal control."
The report then goes on to recommend that if an organization

does include a report on its internal control, such a report should be

limited to control over its financial statements. " Focusing reports

on control over financial reporting puts an appropriate fence around
39
internal control reporting."
To justify its position, the council puts forth three arguments

in the report:
1. Such limits coincide with the needs of security holders
and other external parties.
2. If reporting would extend to other control objectives,
efforts and related costs would increase.
3. Finally, it notes that controls over financial reporting
is far more advanced and should be mastered before control
reporting addresses other objectives.
40

I am confused by the Advisory Council's position in this matter.
It would have caused no difficulty for the council had they taken a

stance in this matter. Taking a position would not have interfered
with other groups. Several predecessor groups had previously

recommended that such reporting be included in the financial

statements of publicly held corporations.

It is also absurd for the report to suggest that such reporting
is not a component of effective control. The process of evaluation

and analysis addressed in the report logically leads to the need for
appropriate reporting.

Finally, some of the arguments used by the Advisory Council to

justify its position are indefensible. To suggest that the investors
and creditors of an organization are only interested in the accuracy
of its external financial reporting and are not interested in the

organization's compliance to laws and regulations, or in how well
an organization safeguards its assets, or in the economy or efficiency

of its operations or in its achievement of objectives is absurd.
When one considers that the chains of events that lead to the

issuance of this report began with the discovery of illegal activities

performed by organizations both in the United States and abroad, it
is difficult to accept that investors and auditors would not be
interested in an organization's compliance to laws and regulation.

To argue otherwise is to argue that all recommendations, proposals,

legal requirements defined since Watergate are null and void.
The increased focus on higher productivity of US firms, should

clearly indicate that many groups are interested in the economy and

efficiency of operations of a firm, as they would be interested in a

firm's record achieving its goals and objectives.
V. SUMMARY
The exposure draft of the Committee of Sponsoring Organizations

of the Treadway Commission addresses complex issues. It proposes a

comprehensive model of control components and provides the tools
and criteria to evaluate the effectiveness of an organization's

system of controls. It identifies the roles and responsibilities

of all members of an entity.

However, it does so in an overly complex and inconsistent
manner, limits the objectives to which its proposed control

framework should apply and avoids recommending a requirement
for external reporting on the status of an organization's

system of controls for all control objectives in a corporation's

annual financial statements.
Overall, therefore, I believe that the Advisory Council did
not effectively deal with the problem of providing a model of internal

control for education and implementation. Further, the failure of the
council to make a recommendation about public reporting for all

aspects of internal control is a major weakness of the work of the
Advisory Council.
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Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas
6th Floor
New York, New York
10036-8775

INTERNAL CONTROL - INTEGRATED FRAMEWORK
We have reviewed the "Internal Control - Integrated
Framework" Exposure Draft, and with certain refinements it has
the potential to be a valuable contribution to the advancement
of internal control understanding.

Management Reporting
The broad scope of the proposed definition is
conceptually sound, but it is inappropriate for "management
report" representation purposes which should focus
specifically on controls over published financial statements.
While the study makes this point, we believe that it needs to
be made more convincingly and prominently in the Executive
Briefing.
The Definition
For several years, we have been conducting internal
control assessments of our business and functional operations.
Our assessments consider many aspects of the proposed nine
components. Our experience in discussing these matters with
operating managing suggest to us that the need to reference
nine components would complicate and hinder effective
communications.
Accordingly, we believe the identification of nine
components in the proposed definition makes it very unwieldy
and cumbersome. To facilitate the understanding of business
management, we suggest the definition delete the reference to
the components or refer to critical factors only as discussed
more fully below.
Components

We suggest that the current components be
reconstructed and grouped under three Critical Success
Factors, as follows:

Better Things for Better Living
TR-98
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1.
2.

3.

Control Environment
• Tone at the Top
• Competence
Management Process
• Objectives
• Communications
• Information Systems
Quality Assurance

•
•
•

Risk Assessment
Managing Change
Control Procedures

Control Environment - In current literature, the
term control environment is used extensively by the financial
and auditing professions, but with varying definitions. We
believe the definition presented in the Exposure Draft is
relatively restrictive and narrow in scope. We suggest that
"Control Environment” become one of three proposed critical
success factors. It would consist of two components: Tone at
the Top, and Competence. The use of Tone at the Top provides
a natural bridge back to the Treadway Commission Report, and
could incorporate everything the Exposure Draft includes in
Control Environment and in the Integrity and Ethical Values
sections on pages 59-67. The use of "Tone at the Top" also
has the advantage of clearly establishing accountability with
management or leadership for instilling ethical and other
organizational values. We believe personnel "competence"
deserves to be highlighted as a separate component. The
presence of properly trained, experienced and committed
personnel who understand and value internal controls is a key
factor that will importantly determine the overall
effectiveness of an organization's internal control system.

Management Process - Management Process is the
logical second Critical Success Factor. We suggest that the
Communications and Managing Change components be included
under this "process".
Quality Assurance - We suggest that the Monitoring
component be renamed Quality Assurance. This terminology is a
much more contemporary and appealing term to business people,
and nicely aligns with current management initiatives such as
Total Quality Management, Continuous Improvement, and the
criteria for the Malcolm Baldrige Quality Award or ISO 9000
certification.
In conclusion, we are suggesting that the part of
the Internal Control definition that describes the nine
interrelated components either be deleted or recast as
follows:
";...the critical success factors of an
effective internal control process are a
strong control environment, an effective
management process and vigilant, ongoing
quality assurance activities.

3
Evaluation Process
Page 34 states "If all nine criteria are satisfied,
a conclusion can be reached that the internal control system
is effective. Page 56 states "When all of the criteria are
met, an effective system of internal control can be deemed to
exist. We agree with these statements; however, we do not
agree with the converse, which is stated on page 57, "Although
all nine criteria must be satisfied..."
We believe that in small companies, or specific
entities (e.g. non-profit organizations), or in parts of large
organizations it is possible to be satisfied with internal
control on an overall basis, without being satisfied with one
or more components.
Evaluation Tools
The "Points of Focus" in Appendix C provide a
helpful self assessment criteria for use by auditors and
operating management. The ultimate test of whether internal
control improves as a result of this document depends on the
application of these tools. While we believe the more
detailed evaluation tools (questionnaires, etc.) are helpful,
it should be clarified that each procedure/step shown does not
have to be completed to evaluate the "adequacy/presence" of a
component.

Reporting Format
The following suggestions relate to the form of the
report:
•
The Executive Summary is much too long at 44 pages.
We would have to develop a much more concise summary
to effectively communicate within our Company. We
suggest it be reduced to 10 pages or less.

•

The pyramid or "Visual Model" is helpful and
probably should be displayed on the cover of the
final document. On the other hand, the current
version with "Monitoring" at the apex is a much less
appealing concept than "Quality Assurance".
Monitoring at the apex could evoke the perception
that auditing is the height of importance, which
would be a turn-off to many business managers.

•

A topical index as a locator assistant would make
the document more user friendly.

We appreciate the opportunity to comment on the
Exposure Draft, and are hopeful the final version will help
achieve the objectives desired from the research project.
Sincerely,

G. B. Amoss
Vice President and General Auditor
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ALUMINUM COMPANY OF AMERICA

ALCOA BUILDING
PITTSBURGH, PENNSYLVANIA 15219

ALCOA

1991 June 14

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Avenues
Sixth Floor
New York, NY 10036-8775
Re:

Exposure Draft on "Internal Control-Integrated Framework"
Dated March 12, 1991

Aluminum Company of America appreciates the opportunity to
express its views on the Committee's Exposure Draft dated
March 12, 1991, on "Integrated Control-Integrated Framework."
Alcoa generally agrees with the definition of internal control
for management control purposes. The definition is broad and
all-encompassing, while at the same time consistent with the
pervasive nature of the control environment in which a
corporation must operate. We believe that the definition, as
presented, provides useful guidance for establishing and
monitoring the management control process.

As stated on page 52, there frequently are special purpose
definitions which are relevant under certain circumstances. We
urge that it should be made very clear in the final report
that, for purposes of external management reporting over the
preparation of financial statements, the definition of internal
control be limited to that detailed on pages 52 and 53.
Further, we believe that rationale similar to that discussed on
page 144, dealing with the scope of management reporting,
should be included in chapter 5 to support the definition of
internal control for financial reporting.

Alcoa is very positive about the appropriateness and need for
reinforcing the concepts that:
Internal controls are the principal means by which
management ensures that its expectations are met.

Committee of Sponsoring Organizations
of The Treadway Commission
1991 June 14
Page Two

Internal controls cover a broad spectrum of business
affairs - well beyond just financial and accounting
controls. These are just some of the many tools
available to management in the overall operation of
the business.
Internal controls are significant (in fact critical)
to an entity's success.

•

Reliable information forms an indispensable basis for
internal control.

•

The effectiveness of an entity's overall program of
internal control is based principally on "the tone at
the top." However, it is also critical that the
ideals, management concepts and responsibilities
"cascade" down through all levels of a company, and
this concept should be emphasized to a much greater
extent throughout the document.

In our opinion, the Exposure Draft represents a thorough
compendium of research material on all aspects of the subject
of internal control. However, in our opinion, the Exposure
Draft is far too long and academically oriented to be usable or
effectively understood by the audiences toward which it is
principally directed. Also, we believe that the document
frequently dictates practices, rather than conveying
principals. We believe that the final document must be written
as an "Executive Summary" type of document in order to attract
the attention and understanding of key management personnel,
decision makers and administrators for the broad range of
business entities which should have a key appreciation for the
principles involved. Unless the final document is presented in
this summary fashion, we are concerned that the document will
not be read or understood by the key audiences for which it is
intended.

Of course, a second support document, in the form of an
implementation guide, could be issued for use by those who are
responsible for the implementation and administration of the
program.

Committee of Sponsoring Organizations
of The Treadway Commission
1991 June 14
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Additional comments are included as an attachment to this
letter .
Alcoa believes that the internal control project has important
and pervasive implications to American business. The Exposure
Draft provides basic conceptual background material for
developing, monitoring and assessing the effectiveness of
internal control.
We would be pleased to provide additional clarification of our
position, or to meet with the Commission or its staff, to
discuss these comments further.

Sincerely,

J. W. Wirth
Senior Vice President - Finance
JWW:jm:0681M

Attachment

ADDITIONAL COMMENTS OFFERED BY ALUMINUM COMPANY OF AMERICA
RELATIVE TO THE EXPOSURE DRAFT DATED MARCH 12, 1991, ON
"INTERNAL CONTROL - INTEGRATED FRAMEWORK" AS PREPARED BY THE
COMMISSION OF SPONSORING ORGANIZATIONS OF THE TREADWAY
COMMISSION.

The Commission has specifically requested that respondents
address four areas. Our specific responses to these areas are
as follows:

1.

Definition - See paragraphs 2 and 3 of our cover letter.

2.

Components - We believe that the essential components of
internal control and criteria are appropriately identified
and evaluated in the Exposure Draft, and provide a
reasonable basis for evaluating the adequacy of a
company's internal control program and determining its
strengths and weaknesses.

3.

Evaluation - Overall, we believe that the material
provided describing methods and techniques provides useful
guidance for evaluating and monitoring internal control.
However, there are a number of key issues which we feel
are fundamental, and which should be emphasized to a
greater degree throughout the final document:
•

We are concerned that no mention is made in the
document about the appropriateness for/need of
formalized accounting procedures and management/
corporate policies.

In our opinion, the check lists and procedures
specified in the report suggest that the use of the
total check list is mandatory for use in evaluating
the control environment in each individual sub-unit of
operations, regardless of the nature and size of the
individual unit. We believe this concept is complete
overkill, unworkable and an unrealistic expectation of
the steps which should be taken to evaluate the
control environment. In our opinion, some of the
supporting checklists have questions phrased in a way
that would require virtually unattainable perfection
in order to be in compliance or to answer in the
affirmative. We are concerned that the specificity of
the evaluation steps/issues may well become
"expectation requirements," particularly in the event
of potential future litigations.
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ADDITIONAL COMMENTS OFFERED BY ALUMINUM COMPANY OF AMERICA
RELATIVE TO THE EXPOSURE DRAFT DATED MARCH 12, 1991, ON
"INTERNAL CONTROL - INTEGRATED FRAMEWORK" AS PREPARED BY THE
COMMISSION OF SPONSORING ORGANIZATIONS OF THE TREADWAY
COMMISSION.
(CONTINUED)

5.

We do not concur with any of the "point in time"
perspectives. The existence of these processes over
time is, in our opinion, what constitutes sound
internal controls. From the evaluation standpoint, a
process which identifies problem areas and ensures
correction is the most effective type of system.

-3-

DePaul

University
June 21, 1991
Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of Americas, 6th floor
New York, NY 10036-8775

School of Accountancy
25 East Jackson Boulevard
Chicago, Illinois 60604-2287
312/362-8770

Gentlepersons:

As a current member of each of the five sponsoring
organizations, with considerable experience in industry and public
accounting as well academia, I ask that my comments be considered
as coming from a former practitioner as well as from a present
academic.

Capsule comments:
1. Focuses needed attention on the importance of both the impact of
the CEO as "owner" and the two foundation components
2. Assertion that all nine components (criteria) must be
"satisfied" (never fully explained what this means) to permit
an evaluation of an internal control system as effective is
inadequately supported
3. Overemphasis on matters relating to financial reporting implies
that the entire document has little application to
governmental and non-profit organizations
4. Executive Briefing is too long and does not adequately capture
the essence of the report
5. The work is misnamed, as the integration is contrived and the
guidance is insufficient
Answers to specific questions:
Definition I disagree with the definition. This should be limited
to what internal control is as a generic concept. The word
"component" is not correct in the context and is improperly used as
a synonym for "criterion". I suggest "aspect" or "concept". The
listing of each "component" in the definition itself is confusing
since it implies that all are equally important. Make the
definition two sentences. One should end at the semi-colon, with
the second stating that the most important means for achieving
effective internal control are integrity, ethical values, and
competence together with the control environment.
Components Not all of the nine items are equally essential to the
achievement of effective internal control. At least the following
are not integral to the definition of what internal control is (not
determining how it can be best achieved or whether it is effective
in a particular organization). Monitoring is the process for
assessing the quality of performance of the internal control
system, not a part of what internal control is. Risk Assessment
and Control Procedures involve the process for the design and

maintenance of a specific internal control system and are also not
a part of what internal control is generically.
Information
Systems is an aspect of a specific internal control system and also
not a part of what the concept of internal control is generically.

Evaluation

No specific comments.

Management Reporting to External Parties is the weakest portion of
the Exposure Draft. I would agree that public reporting on
internal control by management is not a component of effective
internal control (along with several the Exposure Draft does
consider as "components/ criteria”). However, this does not mean
that the subject of public reporting on internal controls should be
eliminated from the Exposure Draft, in view of the high level of
public interest in internal control. For the same reasons the
Treadway report encouraged a public report be made by audit
committees, periodic reports by management of the adequacy of all
aspects of an organization’s internal control should be encouraged
in the Exposure Draft. It is not reasonable to expect the public
to wait for the results of yet another group to deal with this
related subject.
The Final Report should encourage public reporting on all
objectives of internal control. Controls over published financial
statements are the least important to securityholders and other
external parties, since those groups already have the benefit of
two levels of assurance on the resulting outputs of these controls
(the financial statements) that are already in place. The two
levels are management's assertions on the financial statements and
a formal opinion of independent public accountants. Thus, a
management report asserting to the adequacy of these controls
generally overlaps the assurances on financial reporting already
being provided and could possibly be considered redundant.
Of much greater interest to securityholders and other external
parties are the effectiveness of controls over other matters,
including operations and compliance with applicable laws and
regulations. "Putting a fence around" these issues of greatest
importance to shareholders and the public as expounded in the
Exposure Draft appears to be either a transparent attempt for
management to avoid taking public responsibility for internal
controls as a whole or an attempt by independent public accountants
to concentrate the consideration of internal control issues to
those of their greatest expertise. Neither are an appropriate
rationale for the conclusions set forth in the Exposure Draft.

Another reason it would be inappropriate for a management report on
internal control effectiveness to be limited to only one internal
control objective is that large numbers of management reports on
internal control being issued currently go well beyond the
financial statement "fences" suggested by the Exposure Draft. For
example, my research on corporate governance shows that 76.5
percent of the largest 251 publicly held U.S. corporations included
a management report on internal controls in a recent annual report

*

to shareholders. Either in this report or in their proxy
statement, 56.2 percent of the 251 corporations assert that the
audit committee of their board of directors reviews the adequacy of
internal controls in the corporation generally, and 18.3 percent
state the audit committee reviews compliance with the corporation’s
code of conduct or other ethical guideline.

There is great public interest in the subject of internal controls
in publicly held corporations. Significant numbers of those
corporations already do report publicly on the adequacy of their
internal controls. It is not reasonable to expect that legislators
or the public will allow publicly held corporations to diminish the
scope of their public reporting on internal controls in the face of
greatly heightened public pressures for improved corporate
governance and increased corporate accountability. The thrust of
the Exposure Draft should be completely redirected in the chapters
dealing with management reporting.
Without doubt, COSO has assumed a significant responsibility for
leadership in this highly significant area of corporate governance.
To fail to deal appropriately with the important subject of public
reporting would likely be all the encouragement legislators and
regulators need to impose even more onerous requirements.
I appreciate the opportunity to comment.

Curtis C. Verschoor
Professor

General Motors Corporation
LEON J. KRAIN
VICE PRESIDENT
GROUP EXECUTIVE

June 24, 1991

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas
6th Floor
New York, New York 10036-8775

Gentlemen:
We have reviewed the Exposure Draft of Internal
Control - Integrated Framework and this review has resulted
in a general agreement with the definitions and concepts
included therein. However, we have some reservations
regarding the value or usefulness of the document to General
Motors and other major companies.
In this regard, we believe
General Motors and most major companies already have strong
internal control environments.
In addition, we are concerned
about possible efforts to make this document the standard by
which all companies must evaluate their internal controls.

The Exposure Draft does not put forth any novel
internal control concepts but rather is an accumulation of
the extant writings on internal controls. As such, it is
difficult to strongly object to any part of the document.
The document does achieve the purposes that are stated at the
beginning — i.e., "to provide a common ground for mutual
understanding of internal control by all interested parties
and to provide criteria against which all entities can assess
and, where necessary, identify areas where they can improve
internal controls." In this regard, the document leaves the
earnest reader with a good understanding of what are the
elements of good internal controls and how to assess whether
existing controls are effective.
However, GM does not support efforts to legitimize
the document or elevate it to the status of being the
authoritative document on the subject of internal controls.
In the Exposure Draft, Coopers and Lybrand has repeatedly
interjected the thought that there is not a single control

General Motors Building 3044 West Grand Boulevard Detroit, Michigan 48202
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system that can be applied uniformly to every company. GM
does support the use of Internal Control - Integrated
Framework as a document that any company can reference for
guidance in assessing the effectiveness of and improving its
internal controls so long as it is clear that this document
is not the only reference document that is available for a
company to use in its attempts to improve its internal
controls.
While GM agrees with the focus on the entire
subject of internal control, not just internal accounting
control, for purposes of management reporting to external
parties, the responsibility should be limited to the
definition of internal control over financial reporting given
on pages 52 and 53.

In addition, we agree that the nine components of
internal control that have been identified in the Exposure
Draft are attributes of an internal control framework;
however, all parties need to recognize that the importance of
each of the components will vary from company to company
depending on the size, complexity and nature of the business.

As stated previously, since we believe that
internal controls within GM and its subsidiaries are already
effective, this document will have little impact on how GM
does business or assesses its controls. For other
organizations which have had little focus on internal
controls in the past, implementation of the control framework
that is presented could involve a major initial effort.
Although we subscribe to the concept of strong internal
controls, we have reservations on the cost to smaller
companies and newly-listed companies if they were required to
comply with this document. Internal controls in their
broadest sense evolve over time in response to the talents
and strategies of managements as well as the feedback
process. As companies grow and mature, internal controls
will also expand and improve.
This document also provides valid direction to the
company that wants to report formally on management's
evaluation of the internal controls within the company.
While it is indicated that the Exposure Draft expresses no
position on the merits of public reporting on internal
controls, there is an underlying tone in the Exposure Draft
that such management reporting is the right thing to do.
In
addition, it is apparent that the authors of the Exposure
Draft are presenting the document as the standard by which
every company's internal controls should be measured which we
believe is undesirable. We seriously question the suggested
reference to this document (i.e., Internal Controls Integrated Framework) in the management report on internal
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controls along with citation of the criteria and components
of a control system. This presentation would be understood
by only a very limited audience and, in addition, would

reinforce the use of Internal Control - Integrated Framework
as the definitive source of what constitutes a good control
system.
Finally, we believe that the last paragraph of the
suggested report (pages 156 and 157) should be changed to the
effect that management believes the system provides
reasonable assurance that the company maintains an effective
system of internal control over the preparation of its
published financial statements.

Yours very truly,

ENRON

Oil & Gas Company
Walter C. "Dub" Wilson

June 24, 1991

Senior Vice President and
Chief Financial Officer

P. O. Box 1188
Houston, Texas 77251-1188
(713) 853-5012

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas, 6th Floor
New York, NY 10036-8775
Gentlemen:

Enron Oil & Gas Company (EOG) appreciates the opportunity to comment on the Exposure
Draft "Internal Control - Integrated Framework." EOG supports the committees effort to develop
a common definition of internal control and the development of evaluation techniques and
guidance for judging the effectiveness of internal controls. While not opposed to a requirement
to report on internal control, EOG opposes any initiatives that have arisen or may arise requiring
independent auditors to provide an opinion on managements report.

Comments in the attachment with this letter address our thoughts with regard to specific
issues set out in the Exposure Draft. These are intended to incorporate comments related to
issues for consideration addressed in the FERF comments brochure distributed separately related
to the Exposure Draft.
EOG is one of the largest independent (non-integrated) oil and gas companies in the United
States in terms of domestic proved reserves. The company is engaged in the exploration for, and
development and production of, natural gas and crude oil primarily in the United Stated and, to
a lesser extent, in Canada and selected other international areas. EOG’s estimated net proved
natural gas reserves are approximately 1,475 billion cubic feet and estimated net proved crude
oil, condensate and natural gas liquid reserves are approximately 23 million barrels.
Approximately 90% of EOG’s reserves (on a natural gas equivalent basis) are located in the United
States and 10% in Canada. EOG assets total $1.4 billion with net operating revenues
approximating $400MM. Enron Corp. owns approximately 84% of the common stock of EOG.

Sincerely yours,

W. C. Wilson

WCW/ps
Attachment

cc: Mr. Joseph Sciarrino
Vice President & Technical Director
Financial Executives Institute
10 Madison Avenue
P. O. Box 1938
Morristown, NJ 07962
3148C
Part of the Enron Group of Energy Companies

ENRON OIL & GAS COMPANY
COMMENTS ON
INTERNAL CONTROL - INTEGRATED FRAMEWORK
EXPOSURE DRAFT, MAY 12, 1991

DEFINITION

We support the broad definition of internal control as currently reflected in the report
to emphasize the responsibilities of operating management and technical
representatives in addition to financial and/or legal management representatives in the
maintenance of internal controls. Both of these areas are integrally involved in the
management and protection of the assets of the company as well as compliance with
laws and regulations which are key attributes of an effective internal control program.
A slightly modified definition of internal control, highlighted to identify recommended
changes, is offered for your consideration as follows:

"Internal Control is the process by which an entities board of directors,
management, and/or other personnel obtain reasonable assurance as to
achievement of that compliance with applicable laws, regulations and
ethical standards will be achieved in the pursuit of management
specified operating objectives.
It consists of nine interrelated
components, with integrity, ethical values and competence, and the
control environment, serving as the foundation for the other components,
which are:
establishing objectives, risk assessment, information
systems, control procedures, communication, managing change, and
monitoring."

It is important that the definition of internal control address compliance with laws,
regulations and ethical standards. Otherwise, by definition a well defined system of
internal control could be totally successful even though it had been designed to thwart
laws, regulations and ethical standards. Such compliance is an integral part of an
effective internal control program.
COMPONENTS
We support the suggestion that the number of components in the internal control
system be reduced but not as severely as others may have suggested. We
recommend that the "information systems" component be merged into "control
procedures," "communications" and "monitoring."

We support the retention of the control element "integrity, ethical values, and
competence" as currently presented. This element focuses on the character of
individuals employed by the company, addressing different aspects of a common
objective.

We agree that the most important elements of internal control are "integrity, ethics, and
competence" combined with a strong "control environment." Without strong emphasis
on these criteria, the remaining criteria will be virtually ineffective regardless of the
amount of time and money devoted by a company.

INTERNAL CONTROL, EXPOSURE DRAFT (cont)
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EVALUATION
We currently carry out evaluations of specific areas of internal control using various
methods including a strong, independent internal audit function and quarterly reviews
by senior management of the accomplishments and plans of all operating and staff
groups within the company. However, we anticipate utilizing some of the tools
suggested in this report as a supplement to existing procedures.

EXTERNAL REPORTING
We have no aversion to the presentation of a discussion of the subject of
management reporting to external parties in a separate chapter of the report. It
appears that the content and structure of a separate chapter on this subject will have
more to do with the emphasis placed thereon by legislative/regulatory bodies than will
presenting it separately. However, we would caution against going to far in requiring
management to address the details of the internal control process in the report to
external parties to preclude causing the perception that they have greater scope than
intended.
We currently include a management letter with each set of annual financial statements
specifically addressing managements responsibility for the preparation, integrity and
objectivity of the financial statements. Also included is a brief statement addressing
internal controls of the company as designed to provide reasonable assurance as to
the reliability of financial records and the protection of assets. A description of certain
elements of the internal control system is also provided.
We believe a statement that the system of internal controls is designed to provide
reasonable assurance as to the reliability of financial records and the protection of
assets is preferable to the approach taken in the illustrative report included in the
Exposure Draft.

We appreciate the opportunity to comment on this Exposure Draft.

3132C

TUSERVICES

June 24, 1991
H. L. Hill, Jr.
Director of Internal Audit

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas, 6th Floor
New York, New York 10076-8775

Gentlemen:
This letter presents comments regarding the Exposure Draft titled
Internal Control - Integrated Framework. The letter is submitted
on behalf of Texas Utilities Company, 2001 Bryan Tower, Dallas,
Texas 75201.

The Sections that follow address the four (4) Specific Matters
For Comment for which responses were requested in the Draft.
Overall, we believe this Exposure Draft is the most comprehen
sive, reasonable and practical presentation concerning the
subject of internal control we have seen. It should help to
establish a more common understanding of the breadth and
importance of internal control among all businesses and other
entities. Over time, the document should serve to increase
awareness and sensitivity in all types of organizations
concerning internal control, its importance and its application.
It should contribute significantly to improvement in internal
control in any organization and thereby should help managements
of businesses and other entities better control their
organizations’ activities.

We believe the two principal purposes of the study conducted by
the Committee of Sponsoring Organizations, as set forth in the
introductory letter of the Draft, will be reasonably attained if
the Draft is adopted.

DEFINITION
Internal control is defined as a process, executed
by the entity’s people, to accomplish specified
objectives. Do you agree with the definition? If
not, why not?

We support the use of a broad definition of internal control and
believe also that it is important that the definition accommodate
sub-sets of control whether they be functional or organizational.
The recognition that internal control issues go far beyond
accounting and financial reporting matters into all operating
areas is important. The discussion in the Draft meets this need.
2001 Bryan Tower

Dallas, Texas 75201

Page 2

However, we wonder if the proposed core definition in the Draft
adequately recognizes this breadth of the internal control
concept. The definition includes the phrase "process by
which...obtain reasonable assurance as to achievement of
specified objectives.” This statement of the expected result of
effective internal control seems limited to controls related to
financial reporting and certain compliance objectives and issues.
As is properly pointed out in other parts of the Draft, internal
control is geared to the achievement of the entities objectives
in all areas, not just financial reporting, and, regardless of
how effective, internal control cannot necessarily provide
reasonable assurance as to the actual achievement of many
operating objectives. We believe the proposed definition could
be improved if modified to recognize this distinction so as not
to be viewed and applied too narrowly.

The concept set forth in the Draft that internal control is a
process and a means to an end, not an end in itself, is good.
However, the proposed definition might be improved, also, if
modified slightly to specifically and clearly point out that the
process is dynamic.
This concept should help support recognition and understanding of
the fact that internal control should not be viewed as something,
separate and apart, that must be, or even can be, superimposed on
an organization’s normal operating structure. Rather it should
be built into its regular operating processes so as to "do it
right the first time" with full recognition of cost-benefit
considerations, and ever-changing operating requirements. We
agree with the Report’s observation that the challenge is to find
the right balance.
COMPONENTS
The report identifies nine components essential to
effective internal control. Are there others that
should be added? Should any be deleted?
Overall, we believe the nine interrelated components essential to
effective internal control as set forth in the Draft are well
conceived and appropriate. However, we have the following
general comments:

Additional components which should be considered are:

Ethical Climate. Such a climate is also a process, not a
thing. It permeates to an ever growing degree the
culture of the organization. It starts with top
management but it involves the concerns and commitment of
people at all levels throughout the organization whereby
ethical considerations are increasingly known to matter
within the organization and ethics is routinely taken
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into account. Certainly, excellent communication up and
down the organization is critical. In a sense, an
ethical climate results from and is a sum total of the
continuing application of ethical values in the
organization. And, in this regard, is different than the
Ethical Values component.
Control Consciousness, Awareness and Accountability.
Beyond ethical values and an ethical climate,
management's understanding of internal control concepts,
and sensitivity to the need for and benefits of the use
of proper internal control practices, are essential to
support and ensure an effective system of internal
control. Internal control issues must matter to
management, and internal control concepts must be
reasonably understood by management at all levels.
Further, clearly defined and accepted accountability for
internal control, by not only executive management, but
also by every operating manager throughout the entity, is
also essential.
Comments concerning possible clarification of some of the
other interrelated components are as follows:

Integrity, Ethical Values and Competence. It would seem
integrity is one of the more important ethical values,
consequently, the significance of stating it separately
rather than as an ethical value is not understood.
Objectives. The fact that objectives are both a
prerequisite to and an integral part of internal control
is recognized in the later chapters of the Draft.
Discussion of this fact early in the Draft (Chapter 1)
would be helpful. Also, in addition to clear
communication and reasonable attainability of objectives,
they must also be "correct," i.e., worthy of attainment.
Including this additional perspective in the description
of Objectives could be helpful.
Communication. It might be helpful to add the term
"management expectations" in the description of this
component.

EVALUATION

Many methods and techniques can be used in evalua
ting internal control. This report discusses
evaluation, and presents evaluation tools intended
to be useful in assessing internal control systems.
We would like you to compare and contrast the evalua
tion process followed by your organization with the
guidance specified in the study and then provide
comments on the usefulness and adequacy of the
approach recommended in this report. Would you
use the tools as either a substitute or a supplement
in evaluating internal control in your organization?
Please explain.
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We agree that many methods and techniques can be used to
establish and/or to evaluate systems of internal control. The
methods used and the frequency and the formality of the
approaches that management uses to attain reasonable assurance
about the effectiveness of its system of control are matters of
management judgment based on the circumstances existing in the
entity. There is no single right way, or standard, for gaining
such assurance.

Management and boards of directors can reasonably assure
themselves of an effective control system by actions which should
continually and normally occur in the regular course of business,
e.
i.
as a part of the every day management process. With this
approach, ethical values and an ethical climate become part of
the entities’ culture, a good control environment and good
control consciousness are established, a competent staff of
people is maintained, and a strong and ongoing program of
monitoring the control system by many means, including a
competent internal audit function, is in place. When such an
environment exists, appropriate provisions for effective internal
control are made pro-actively and on a real-time basis as a
normal part of the ever changing operation of the entity.
Separate, formalized projects as described in the Draft to review
and evaluate internal control are usually not necessary or
cost-beneficial, nor are they as effective as the ongoing effort.
We believe that a requirement for separate evaluation projects
should not be established or inferred to be necessary by the
Report.
This pro-active, real-time approach to assuring an effective
system of internal control has served our organization well over
time.

Our overall view of the set of evaluation tools provided in the
study is that they are well conceived and can be useful.
However, we would not expect to use them as a substitute in
evaluating controls in our organization. Rather, they can be
useful as another important source of reference in confirming the
adequacy of our approaches to the attainment and the monitoring
of effective internal control in our organization.
Certainly, tools such as these must be tailored to the needs of
the entity using them and, as a matter of fact, more focused and
detailed tools will be necessary and will likely exist in many
entities.

MANAGEMENT REPORTING TO EXTERNAL PARTIES
A number of private, legislative and regulatory
proposals have been put forth regarding manage
ment reporting on internal control as it pertains
to financial reporting. This chapter provides
guidance on the subject, and presents an illus
trative Management Report. Do you believe the
guidance material is helpful for companies
publishing Management Reports on internal control?
Please explain.
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Overall, we believe the guidance material provided in the Draft
to be helpful for companies publishing or considering publishing
Management Reports on internal control. And, generally, we agree
with the guidelines set forth in the Draft.
By providing a frame of reference for reporting, investors and
other stakeholders can become more confident of the meaning and
quality of the assertions set forth in such a Management Report.
We strongly feel, however, that the material should be recognized
and established only as guidelines, not rules. Entities and
their managements vary significantly and should be given full
flexibility to report specific matters important in their
individual circumstances. Consistency in reporting can enhance
communications; however, different managements may want and
should be allowed to emphasize certain matters, or may have
different reporting styles. The Draft seems to recognize and
support this position and such should continue to be made very
clear.

The Draft provides a basic guide for the content of Management
Reports consisting of six (6) items. We generally agree with the
suggested content items; however, we question the meaning of one
of the items as follows:
The description of the guideline concerning the ’’frame of
reference for reporting" indicates the study Report would be
the standard against which the control system is measured for
management reporting purposes.
While the Draft presents an excellent dissertation on internal
control, it also recognizes the uniqueness of entities, their
objectives, operating processes and managements. These
differences result in broad and necessary differences in the
approaches entities may take to establish effective systems of
control. We see the Draft establishing important and key
principles and broad concepts of the components necessary in an
effective control system. We do not believe the Draft does, or
even can, be viewed as a standard for measuring internal control.
It can serve a very critical need to establish greater
commonality of understanding of basic internal control
principles. But, to say it is a standard applicable in all
entities, could be misleading.

Management judgment, based on an understanding of and a
commitment to the maintenance of effective internal control, is
necessary to tailor the system of internal control to effectively
meet the needs of the entity.
Consequently, we believe, at the most, a much broader and general
reference to the control concepts in the study Report, i.e. the
"spirit" of the Report, might be appropriate in a Management
Report, but not a representation that controls have been compared
with a standard. In a sense, this could place a greater
responsibility on management than a representation of compliance
with a set of specific rules.
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Further, we agree with the position stated in the Draft that the
Scope of the Management Report should be clearly confined to
internal controls related to financial reporting. Any other
representation would not be realistic at this time.

Finally, comments in the Draft focusing on the importance of
consideration of issues such as cost-benefit measures of
effective control and the prudent person concept in establishing
effective systems of control are well stated and add to the
practicability of the concepts established in the Report.
Sincerely,

H. L. Hill, Jr

HLH:jl

Household International

Teri Kendziorski

June 25, 1991

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas
6th Floor, New York
New York, 10036-8775
Gentlemen:

The exposure draft of the Internal Control-Integrated Framework study provides
a comprehensive and integrated view of internal control. Although the
framework explains clearly and logically the concept of integrated internal
control, we are concerned with the use of the word "process" in the basic
definition. We believe internal control is not, per se, a process. Internal control
exists not to accomplish objectives of its own but to enhance the probability of
accomplishing the entity's objectives. It is, therefore, an element built into the
business processes to increase the likelihood that specific objectives will be
accomplished.

The nine components identified in the report are essential to an integrated
system of internal control. We believe no changes in the components are
necessary. We do suggest Exhibit C-6, Activity Objectives, Risk Assessment and
Control Procedures be specific by industry regarding areas of evaluation. This
will increase the consistency of evaluation by companies within a particular
industry.
After going through the evaluation process suggested in the exposure draft, we
found it a good supplement to our own internal control evaluation by providing
a 'big picture' overview. We also found it more useful as a guide for
management to evaluate and improve an entity's internal control.
We
recommend that the completed Exhibit C not be available to the individuals who
are responsible for the evaluation process, so as not to bias their responses.
While we agree that 'Integrity, Ethical Values and Competence' and 'Control
Environment’ are the foundation of a control system, we believe the human
element will be difficult, if not impossible, to audit.

Committee of Sponsoring
Organizations of the
Treadway Commission

-2-

June 25, 1991

The suggested formal management representation regarding the internal control
environment provides the needed framework for a common reporting language.
If evidenced and supported by ongoing internal review, it will help the
companies, independent auditors, and users of the reports by providing a
standard against which the management's representation on internal control can
be measured.
Sincerely,

Teri F. Kendziorski

DSC-0091

CHEMICALS
SCM

DONALD C. ABBOTT
Vice President—Finance
Chief Financial Officer

June 27, 1991

COSO Committee
1211 Avenue of the Americas
New York, NY 10036
Dear Sir:
I forwarded your exposure draft to SCM Chemicals’
General Auditor, Mr. D.D. Beynon, for comment. A copy
of his reply is attached for your reference.

Please keep me informed regarding Internal Control
issues and developments related to the Treadway
Commission.

Sincerely yours,

Donald C. Abbott

Encl

7 St. Paul Street
Suite 1010
Baltimore, MD 21202
Telephone: 301 783 1010
FAX: 301 783 1088

SCM

chemicals

INTER OFFICE MEMO

FROM:

LOCATION:
ANSWERING
LETTER OF:

D. D. Beynon
General Auditor

DATE:

June 7, 1991

FOR:

D. C. Abbott
VP-Finance & Chief
Financial Officer

INTERNAL CONTROL - INTEGRATED FRAMEWORK
EXPOSURE DRAFT DATED 3/12/91____________

SUBJECT:

Specific matters for comment:

Definition

Theirs - "Internal Control is defined as a process, executed
by the entity’s people, to accomplish specific objectives."
This is too general and really defines management.
Mine - "Internal Control is a process which, on an on-going
basis, analyzes internal operations and provides evidence that
established policies and procedures are in place and operating
as intended."
This definition focuses on the two main
elements of internal control:
1) explicit management
direction documented in policy and procedures,
2) an
evaluation process to assure that things are operating as
intended.
Components

I generally agree with the nine components but in the
operating environment I think "Risk Assessment" would be
difficult to define and sometimes impossible to evidence.
Their criteria for Risk Assessment is that "Risks related to
achievement of the objectives are identified and analyzed."
Risk Assessment is very subjective, poorly documented, and
generally consists of making the best business decision with
the information available at that time.
Any attempt to
evaluate the Risk Assessment process after the fact is an
exercise in futility. This may be a necessary component of
Management but I don't think it is a critical element of
Internal Control. Sometimes the plans containing the greatest
risk yield the highest returns to the company. After all, the
Savings and Loan institutions were making big money in real
estate for awhile.
Evaluation
The evaluation tools outlined in the Appendix are very
thorough and detailed. I have no comments or suggestions.

Management Reporting to External Parties
I honestly do not feel that any system of management reporting
or attesting to Internal Control is going to be any kind of
protective mechanism. What management is going to admit to
having a poor system of Internal Control?

I think the Independent Auditors should be required to comment
in their reports with regard to the quality and nature of a
company’s system of Internal Control. They must also be held
liable for any failure to comment on obvious Internal Control
deficiencies.
After all, it is the stockholders and the
investors who we are seeking to protect.

D. D. Beynon
C.I.A., C.I.S.A., C.F.E.
General Auditor

DDB/roh
60701.mem
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Yankeegas___

Michael E. Bielonko
Vice President and Chief Financial Officer

June 28, 1991

COSO Committee
1211 Avenue of the Americas
New York, NY 10036

To the Committee:
\Ne thank the Committee for the opportunity to provide comments on the Internal
Control - Integrated Framework Exposure Draft and commend the Committee for the
work they have done. Overall, we find the Exposure Draft to be well thought out,
comprehensive and on target. We believe strongly that adoption of the guidelines for
internal controls contained in the Exposure Draft are sufficient to meet all reasonable
expectations. That is, additional federal or state legislation with regard to internal
controls is not warranted. Following are some specific comments:
Definition of Internal Control - Prior to this study, most people defined internal controls
as internal accounting control. We find the definition proposed in the Exposure Draft
to be all encompassing and strongly support this approach. We agree with the
concepts that are reflected by the definition: (1) internal control is a process; (2) internal
control is effected by people and at every level of an organization; (3) internal control
cannot be expected to provide more than reasonable assurance: (4) internal control is
not aimed at just financial reporting, but rather the organization’s objective in all areas;
and (5)internal control consists of interrelated components.

Framework for Evaluation - We find the framework for evaluating internal controls that
is proposed in the appendix to be excellent. While we believe our approach to
administering and evaluating internal controls is good, we find that the proposed
guidelines offer us an opportunity to further improve our situation. Accordingly,
regardless of the outcome of the study’s recommendations, we intend to adopt
additional guidelines which we have not yet employed.
In conducting the framework for evaluation, the Committee might consider suggesting
an approach we utilize to administer our annual control evaluation process. We have
established a Corporate Committee on Internal Control which is chaired by the
Controller and made up of senior operations executives, general counsel, and a
corporate auditor. Also, an external auditor is invited to all meetings. Under the
auspices of the Committee a number of Internal Control review and awareness
programs are conducted along with our Conflict of Interest program. The committee
annually reports the results of its activities to the Audit Committee of the Board.

Yankee Gas Services Company. 599 Research Parkway. Menden. CT 06450-1030 (203) 639-4187
A Subsidiary of Yankee Energy System. Inc.

COSO Committee
June 28, 1991
Page 2

Management Reporting - We agree that the CEO and CFO should both be signers to
the management letter that accompanies published financial statements. We also agree
that the letter should state whether or not the system of internal controls is adequate
It is this representation or opinion that is really the essence of the letter and what a user
of the financial statements should be able to take comfort in.

We agree that management’s conclusion be given as of a point in time.

Additional Legislation - We believe that if companies adopt the guidelines provided in
the Exposure Draft, that additional legislation governing internal control will not be
necessary. Recently proposed legislation, that would among other things, require a
company’s independent auditor to conduct an internal control audit would not result in
any justifiably greater degree of internal control, but only significantly increase the cost
of doing business. Making management accountable for its system of internal controls
should suffice and negate the need to enhance the wealth of the public accounting
profession.

c:

CCR Committee

/ct

Yankee Gas Services Company, A Subsidiary of Yankee Energy System Inc.

Hoechst Celanes

June 28, 1991

COMMITTEE OF SPONSORING ORGANIZATIONS
1211 Avenue of the Americas, 6th Floor
New York, New York 10036-8775

Hoechst Celanese Corporation
Route 202-206
PO Box 2500
Somerville, NJ 08876-1258
201 231 2000
Telex833 449
Fax201 231 3225

Dear Sir/Madam:
The management of Hoechst Celanese Corporation oppose the Wyden Bill on
internal controls that was considered by the House of Representatives
late last year.
We remain concerned and will continue to oppose any
similar legislation that might be considered in the future, for the
following reasons:
• The 1990 Wyden Bill would have prescribed broad new requirements for
both management and auditor reporting on internal controls that would
impose upon thousands of companies costly new regulations that would
have little, if any, effect on preventing financial fraud.
• Existing laws such as the Foreign Corrupt Practices Act, the 1933 and
1934 Securities Acts, and, most recently, the Securities Enforcement
Remedies and Penny Stock Reform Act of 1990, already provide sanctions
and accountability for internal controls and financial reporting.

• In most cases where audit failures have been detected, it has been the
result of non-compliance with existing laws and standards rather than
lack of laws or accounting standards. Strong enforcement of existing
laws, particularly in light of the increased penalties provided by the
1990 Act, serve as adequate deterrent to abuses.
• Private sector business and professional standards and guidelines are
the best means of providing guidance to company managements and
independent
auditors.
Where
professional
standards
do
need
clarification and enhancement, this activity is best handled by
revision of the standards, not by legislation.

We believe that good controls are good business,
further legislation.

and strongly oppose

R.W. Smedley
Vice President and Controller
jg
cc

H.R. Benz
R.W. Flanary
D.R. Greeley

J.A. Kaitz
J. Sciarrino

Hoechst

JPMorgan

James T. Flynn
Chief Financial Officer

July 3, 1991

Morgan GuarantyTrust Company of
New York

60 Wall Street
New York NY 10260
Tel: 212 648-6633

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas
6th Floor
New York, New York 10036-8775
Gentlemen:
We are pleased to respond to the exposure draft
"Internal Control-Integrated Framework" (the "exposure
draft") of March 12, 1991. J.P. Morgan supported a
study by the Committee of Sponsoring Organizations of
the Treadway Commission to develop an integrated
framework of internal control. Overall, however, we
believe that the potential costs associated with
implementing the recommendations will be significant
and will not produce an incremental benefit for
well-run entities with good internal control.

Implementation will entail a comprehensive program
to educate management regarding the concepts and
criteria in the exposure draft and to evaluate and
monitor the process. Since the exposure draft assumes
wide participation of senior management, employees and
independent auditors in this process, it will entail a
substantial commitment of resources on an ongoing
basis.
J.P. Morgan accepts the exposure draft's
foundational definition of internal control as well as
its nine interrelated components. We also acknowledge
the key concepts of "reasonable assurance" and
"built-in vs. built-on". The cost/benefit
considerations and inherent limitations in any system
of internal control, even the most effective system,
can provide only reasonable assurance that an entity's
compliance and reporting objectives will be achieved.
Further, we agree that for internal control to be
effective and efficient it should be integrated with
operational activities and not be viewed as additional
and costly procedures that are performed in addition to
these activities.

A subsidiary of
J.P. Morgan & Co.
Incorporated

1%

JPMorgan
Our concerns with respect to specific
recommendations regarding reporting on, evaluating, and
monitoring the system of internal control are as
follows:
REPORTING

The exposure draft recommends that an entity
include in its published financial statements a
management report assessing the effectiveness of the
system of internal control over the preparation of the
financial statements and the standards against which
the system is measured. While we support the
preparation of a management report, we do not agree
with the wording in the illustrative report provided.
In the second paragraph of this report, these standards
are identified as all the criteria for effective
internal control as presented in the exposure draft.
This burden to evaluate all the criteria is not
justified when only certain criteria need be met for
management to conclude on the effectiveness of the
system of internal control over the preparation of the
financial statements.
In a related issue, under current generally
accepted auditing standards, independent auditors are
responsible for determining whether any material
misstatements appear in documents containing financial
statements. Under the exposure draft, independent
auditors will have to assess the accuracy of the
management report regarding the manner in which the
system of internal control is evaluated as well as the
conclusion as to its effectiveness. In doing so, they
cannot rely solely on statements made in the
representation letter which is signed by management as
part of the normal audit procedures. Thus, they would
be forced to perform additional work to substantiate
these statements. With respect to assessing the
accuracy of a statement regarding the evaluation of
internal control in relation to the criteria presented
in the exposure draft, the additional work performed,
as well as the concomitant audit fees, would be
substantial. This "built on” process would not provide
improved internal controls.

Therefore, with respect to the issues discussed
above, we recommend that the criteria for evaluating
internal control be limited to those that are relevant
to concluding on the accuracy of the financial
statements. The wording of the second paragraph of the
management report should be changed to reflect this.

JPMorgan
EVALUATION AND MONITORING PROCESS

APPENDIX C of the exposure draft contains a series
of evaluation tools or questionnaires that "may” be
used in evaluating an entity's system of internal
control. Their inclusion in the draft Report creates
major difficulties. First, it results in the implicit
requirement that either these questionnaires be used by
an entity in assessing its system of internal control
or that the current process an entity uses should be
evaluated against these questions. The method by which
an entity determines whether its current process meets
or exceeds these implied requirements can become
extremely costly and burdensome. Moreover, these
evaluation tools may inadvertently establish the
standards for the scope of work performed and level of
documentation required by the independent auditors to
properly evaluate the statements made in the management
report, as discussed above.
We believe that these evaluation tools should not
be included in the exposure draft as they may be
interpreted as standards that must be used to evaluate
internal control.

The exposure draft "suggests" that the chief
executive officer of every entity perform the
self-assessment of the system of internal control. A
self-assessment using the framework in the exposure
draft as a guide, can be an onerous undertaking
depending on the entity's size, complexity and business
activities. Although we believe that the chief
executive officer establishes the appropriate tone and
overall control environment for an entity, it may not
be feasible for all chief executive officers,
especially those of large organizations, to perform
this self-assessment. We support a position that
permits greater latitude in the delegation of this very
important function.

Our last point addresses the fact that the
exposure draft is a lengthy and cumbersome document.
As such, it runs the risk that all significant issues
will not be addressed in the self-assessment process.
Since this draft assumes significant participation by
senior management, it is critical that it is presented
in a more concise and focused manner. We recommend
that in addition to streamlining the text and
concentrating on general rather than specific issues,
the authors should consider modifying the format by
including an outline of the key recommendations which
are expanded on in the narrative.

JPMorgan
We appreciate the opportunity to express our views
on the exposure draft and would be happy to discuss any
questions you might have.

Sincerely,

Committee of

Sponsoring Organizations of the Treadway Commission
1211 Avenue of the Americas, 6th Floor, New York, NY 10036-8775 Telephone (212) 575-6656

July 12, 1991

To:

Richard M. Steinberg, Coopers & Lybrand
Howard Siers, Consultant
Project Advisory Council to COSO
P. Norman Roy, Financial Executives Institute
William G. Bishop, Institute of Internal Auditors
Louis Bisgay, National Association of Accountants

Gentlemen:
Attached is batch twenty of comment letters containing one letter
on the exposure draft, "Internal Control — Integrated Approach.

The letter is from the Public Oversight Board of the SEC Practice
Section of the AICPA Division for CPA Firms.
It takes strong
objection to the exposure draft and I have been advised that the
Board is sending copies of the letter to SEC staff, GAO staff, and
members of the Section's Executive Committee. Although the Board
is not making a public announcement, given this distribution it is
possible that some press attention will result.
Sincerely,

Thomas P. Kelley, CPA
Group Vice President
Professional

TPK:jmy
Enclosure

cc:

Jerry Sullivan (without enclosure)
Members of COSO

Robert L. May. Chairman
Representing the
American Institute of
Certified Public Accountants

Alvin A Arens
Representing the
American Accounting Association

William G. Bishop
Representing The
Institute of Internal Auditors

Thomas M. O'Toole
Representing the
National Association of Accountants

P. Norman Roy
Representing the
Financial Executives Institute

POB
Public
Oversight
Board

540 Madison Avenue
New York, NY 10022

(212) 486-2448
Fax: (212) 758-5603

SEC Practice Section

American Institute of
Certified Public Accountants

July 12, 1991

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas
6th Floor
New York, NY 10036-8775
RE:

Internal Control - Integrated Framework

Gentlemen:

Current legislative and regulatory developments appear likely
to eventuate in requirements that managements make public
representations about the status of the internal controls in their
companies. The Securities and Exchange Commission has a proposal
outstanding that would require management to include in its annual
report to shareholders, and in filings with the Commission, a
statement with respect to the issuer’s internal controls, including
information concerning actions taken to correct any deficiencies
therein.
During the last session of Congress, legislation was
introduced that would have required, with respect to issuers
subject to the filing requirements of the Securities Exchange Act
of 1934, a management statement concerning internal controls and a
statement by the issuer's auditors as to the reasonableness of
management’s statement. It seems likely that similar legislation
will be introduced during the current Congress. Legislation has
also been introduced concerning such requirements for management
and auditor reports with respect to specified financial
institutions.
These developments all represent strong demands that corporate
management and the accounting profession accept important new
responsibilities for reporting on internal control.
If new
responsibilities for reporting on internal controls are to be
required, it is imperative that they be both well understood by and
fair to all concerned. Any standards by which the propriety of
performance in compliance with these requirements is to be judged
must be based on careful theoretical analysis, the realities of
competition in an international market economy, and the practical
possibilities and limits of internal control in a great variety of
situations.

BOARD:
STAFF:

A.A. SOMMER, JR., Chairman

ROBERT K. MAUTZ, Vice Chairman

JERRY D SULLIVAN Executive Director

ROBERT F. FROEHLKE

CHARLES J. EVERS Technical Director

MELVIN R. LAIRD

PAUL W. McCRACKEN

JOHN F CULLEN and ALAN H FELDMAN Assistant Technical Directors
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Your Exposure Draft dated March 12, 1991, entitled "Internal
Control - Integrated Framework” is an effort to develop a basis for
such standards. We commend you for this initiative. However, we
do not believe that the ED provides the necessary explanation of
the nature and limitations of internal control and of internal
control systems to provide that basis. On the contrary, the ED
includes within the components of internal control concepts that
are not susceptible to objective evaluation, proposes a measurement
of the effectiveness of internal control systems that suggests an
unreasonable level of reliability, and totally confuses the quality
of an entity’s internal control with its system of internal control
procedures, two very different things.
"Internal Control" and a "System of Internal Control"

The failure of the ED to differentiate between internal
control and an internal control system is a serious flaw in its
reasoning. There is, of course, a relationship between internal
control and internal control systems, but these terms are not
synonyms.
Using these terms as synonyms permits some of the
proposed components of internal control that are really "states” or
"conditions” to be treated as parts of a "system.” This they never
can be.
Internal control is a state or condition that can range from
excellent to poor, from strong to weak. An internal control system
is one of the means that brings about internal control.

While there is a causal relationship between an internal
control system (the means) and the quality of the entity’s internal
control (the end), this relationship is not a necessary cause and
effect relationship.
To the contrary, a condition of excellent
internal control may exist without any internal control system at
all.
Dedicated and highly motivated employees who possess
integrity, high ethical standards, and competence may achieve a
condition of
excellent internal control in the absence of
processes and procedures constituting a system of internal control.
On the other hand, the appropriate application of the processes and
procedures that constitute a system of internal control may improve
the state of internal control even in a company having some
employees who do not possess integrity, high ethical standards, and
competence.
Finally, if a sufficient number of the entity’s
employees band together to defraud the company, no system of
internal control can guarantee detection and prevention of the
fraud.
Components of a System of Internal Controls

The ED treats the personal attributes of integrity,
competence, and ethical values as components of internal control.
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These attributes, however, cannot be evaluated based on any known
objective criteria.
They are personal qualities, not processes
like risk assessment. The steps to assess risk can be identified;
reasonable men can agree on the quality of the process; its
application can be evaluated. Ethical values, on the other hand,
are not a process; reasonable men differ greatly on the
acceptability of specific ethical values; there exists no known way
to evaluate their application. Finally, it is not reasonable to
expect that management will ever evaluate its members as lacking in
these personal attributes, nor will it be possible for others to do
so, except in the most egregious situations and well after the
fact.
The ED also includes "communication” as a component of
internal control. Communication is essential to every activity in
business, an integral part of every component of an internal
control system. It is not a separate component of an integrated
system of internal control.

Reporting Weaknesses in Internal Control
The ED acknowledges that the "material weakness” concept may
need to be refined; however, it proceeds to establish that concept
as the benchmark for evaluating deficiencies in internal control
systems and reporting to the public.
The concept of material
weakness is anchored to financial statement materiality and simply
cannot be used to evaluate weaknesses of many of the components of
internal control not directly related to financial reporting. For
example, the absence of an audit committee for a public company is
a significant weakness in the internal control system related to
achieving the objective of reliable financial reporting; but that
weakness cannot be quantified in terms of financial statement
materiality.
Therefore, it is not surprising that the ED
vacillates in its discussion about whether shortcomings in internal
control components are to be judged to be material weaknesses in
specific circumstances.

Further, the ED suggests that any deficiency short of a
"material weakness" is not to be reported.
Establishing such a
high threshold for reporting uncorrected deficiencies in internal
control systems will lead to most management reports being "clean.”
Given the public’s misunderstanding about internal controls that
presently exists, readers of "clean" management reports are likely
to infer more reliability in the financial reporting process than
will be warranted in many circumstances.
Many significant
weaknesses would be swept under the table and most entities would
be presented as equals with respect to internal control. And that
would not be consistent with the underlying facts.
Litigation
would surely result.
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Weaknesses evaluated as significant (defined as "reportable
conditions" in SAS No. 60, "Communication of Internal Control
Structure Related Matters Noted in an Audit") should be referred to
in public reports. Confusion would likely result from identifying
the specific nature and number of all reportable conditions, and
that would not be useful to those unfamiliar with the particular
internal control system. Rather, the components of the internal
control system in which one or more reportable conditions have been
identified should be specified in public reports (but not the
specific reportable conditions themselves) and management should
describe its plans to deal with the reportable conditions affecting
such components. This would put readers of reports on notice that
the quality of internal control systems differs from entity to
entity, that many such systems are less than perfect and that when
weaknesses exist they are being appropriately addressed by
management.

Compliance with Laws and Regulations

We agree with the ED's recommendation to exclude any
consideration of public reporting on compliance with laws and
regulations at this time.
A Practical Alternative
The ED discusses internal control from a broad perspective
encompassing entity objectives and other matters not directly
relevant to public reporting on the quality of an entity's system
of internal control. The discussion in Chapter 15 that attempts to
build a fence around internal control reporting confined to
controls over financial reporting is obscure partially because of
the matters discussed on pages three and four of this letter and
partially because an integrated framework for an internal control
system related to financial reporting has not been presented.
We believe what is needed is a statement on internal control

that:
presents a theory for a system of internal control based
on components that are process oriented
practically
implementable, and can be tested on
reasonable
cost/benefit basis.

makes clear the varying responsibilities of the several
participants in the internal control process:
Board of Directors/Audit Committee
Executive Management
Operating Management
Financial Management
Internal Auditors
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Independent Accountants
Others
•

maintains a clear, consistent, and firm distinction
between internal control and internal control systems.

•

identifies clearly the linkage of the components of the
system of internal control to achieving the objectives of
financial reporting.

Without attempting to identify or limit the components of such
a system, in practical terms a system of internal control might be
presented as a process that includes the following:
1.

A code of corporate conduct communicated, monitored and
enforced throughout the entity.

2.

Articulated objectives of internal control for the
entity’s activities linking means of accomplishment with
entity objectives.

3.

The Board of Directors (or Committee of the Board) and an
internal
audit
function
performing
defined
responsibilities for achieving an internal control
objective. For example, an audit committee and internal
audit function performing defined responsibilities for
achieving reliable financial reporting and objectives of
internal control related thereto.

4.

An operating organization designed to implement the
entity’s plan effectively and providing specific
responsibilities and duties at all levels.

5.

A program of education and training to assure
that all staff members understand the duties,
authority,
and
responsibilities
of
their
positions.

6.

A system of risk assessment directed at each of the
activities encompassed in the entity’s objectives of
internal control.

7.

The application of appropriate control practices and
procedures, such as the following, at every point of
significant risk:
Separation of conflicting duties.
Safekeeping procedures for valuable properties
and data.
Independent counts and reconciliations.
Continual supervision and review.
Departmental and divisional budgets with regular
comparisons of actual results to budgeted
amounts.
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8.

A system for reporting accomplishments, deficiencies,
defects, and irregularities to persons designated as
responsible for appropriate action.

We believe that the above framework includes criteria that are
susceptible to consistent measurement and evaluation by both
management and auditors, and can be tailored to meet any of an
entity’s internal control objectives. Individually and together,
the eight items constitute means that may be employed to strengthen
the condition or state of any entity’s internal control. Each is
sufficiently specific that its nature and purpose are clear. All
are interrelated; they build on one another. Evidence of existence
or nonexistence during a period of time is readily obtainable.
Knowing that these are components that would be looked for in an
entity’s internal control system, management would know how to
implement procedures and processes to accomplish them.
Knowing
that these are the expected components of an internal control
system, management and an independent reviewer would know how to
test and evaluate the effectiveness of each component.
Conclusion
Imposing new responsibilities on corporate management and the
accounting profession without the establishment of fair and
achievable standards and without a general understanding of their
meaning would be dangerous and not serve the best interests of our
economy. The ED’s potential for misunderstanding, for establishing
false expectations, and as material to support almost any
litigant’s allegations about internal control failure is almost
unlimited. Believing as we do that standard setting is best done
by those who must use the standards, we believe it is imperative
that the private sector move quickly to develop and adopt fair and
achievable standards.
These must be framed in a manner that
facilitates wide-spread understanding among those who will be
required to implement and evaluate the effectiveness of systems of
internal control as well as by those who will rely on financial
reporting in compliance with the standards.

Whenever even a small number of
corporate managers are
suddenly discovered to be either unsuccessful, inept, or venal, all
business management suffers acrimonious criticism. More than this,
public officials and regulators, anxious to demonstrate their
desire to prevent such catastrophes "from ever happening again,"
rush to impose new requirements and restrictions on all businesses.
Unless carefully and calmly considered, such well-intended measures
may become substantial burdens on business—and thus on society—
without making any significant contribution to remedying basic
deficiencies in our economy.
For this undesirable outcome to be avoided, we believe that
COSO must establish a basis of understanding about internal control
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and internal control systems that recognizes their nature,
differences, and limitations. On that foundation of understanding,
COSO
should
develop
theoretically
sound
and practically
implementable criteria for describing, evaluating, and reporting on
the state of internal control and the quality of internal control
systems in place. Only then will public reporting avoid
expectations doomed to disappointment.

Sincerely,

A. A. Sommer, Jr.

Chairman

Robert K. Mautz
Vice Chairman

Jerry D. Sullivan
Executive Director

Committee of

Sponsoring Organizations of the Treadway Commission
1211 Avenue of the Americas, 6th Floor, New York, NY 10036-8775 Telephone (212) 575-6656

July 17, 1991

To:

Richard M. Steinberg, Coopers & Lybrand
Howard Siers, Consultant
Project Advisory Council to COSO
P. Norman Roy, Financial Executives Institute
William G. Bishop, Institute of Internal Auditors
Louis Bisgay, National Association of Accountants

Gentlemen:

Attached is batch twenty of comment letters containing one letter
on the exposure draft, "Internal Control — Integrated Approach.
The letter is from the Public Oversight Board of the SEC Practice
Section of the AICPA Division for CPA Firms.
It takes strong
objection to the exposure draft and I have been advised that the
Board is sending copies of the letter to SEC staff and members of
the Section's Executive Committee.
Although the Board is not
making a public announcement, given this distribution it is
possible that some press attention will result.

If the press calls, it would seem all we can say is that this
letter, like all other comment letters, will be carefully studied
by the Advisory Council.
We could also observe that it is not
surprising that some individuals and groups disagree with the
exposure draft given the significance of the subject and the fact
that the draft was issued precisely because, after all these years,
there was no consensus on the definition of internal control and
the criteria that should be used to evaluate internal control
systems.

Sincerely,

Thomas P. Kelley, CPA
Group Vice President
Professional
TPK:jmy
Enclosure

Robert L. May. Chairman
Representing the
American Institute of
Certified Public Accountants

Alvin A Arens
Representing the
American Accounting Association

William G. Bishop
Representing The
Institute of Internal Auditors

Thomas M O'Toole
Representing the
National Association of Accountants

P. Norman Roy
Representing the
Financial Executives Institute

POB
Public

540 Madison Avenue
New York, NY 10022

Oversight
Board

(212) 486-2448
Fax: (212) 758-5603

SEC Practice Section
American Institute of
Certified Public Accountants

July 12, 1991

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas
6th Floor
New York, NY 10036-8775
RE:

Internal Control - Integrated Framework

Gentlemen:
Current legislative and regulatory developments appear likely
to eventuate in requirements that managements make public
representations about the status of the internal controls in their
companies. The Securities and Exchange Commission has a proposal
outstanding that would require management to include in its annual
report to shareholders, and in filings with the Commission, a
statement with respect to the issuer’s internal controls, including
information concerning actions taken to correct any deficiencies
therein.
During the last session of Congress, legislation was
introduced that would have required, with respect to issuers
subject to the filing requirements of the Securities Exchange Act
of 1934, a management statement concerning internal controls and a
statement by the issuer’s auditors as to the reasonableness of
management’s statement. It seems likely that similar legislation
will be introduced during the current Congress. Legislation has
also been introduced concerning such requirements for management
and auditor reports with respect to specified financial
institutions.

These developments all represent strong demands that corporate
management and the accounting profession accept important new
responsibilities for reporting on internal control.
If new
responsibilities for reporting on internal controls are to be
required, it is imperative that they be both well understood by and
fair to all concerned. Any standards by which the propriety of
performance in compliance with these requirements is to be judged
must be based on careful theoretical analysis, the realities of
competition in an international market economy, and the practical
possibilities and limits of internal control in a great variety of
situations.

BOARD:

A.A. SOMMER, JR., Chairman

ROBERT K. MAUTZ, Vice Chairman

ROBERT F. FROEHLKE

MELVIN R. LAIRD

PAUL W. McCRACKEN
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Your Exposure Draft dated March 12, 1991, entitled "Internal
Control - Integrated Framework” is an effort to develop a basis for
such standards. We commend you for this initiative. However, we
do not believe that the ED provides the necessary explanation of
the nature and limitations of internal control and of internal
control systems to provide that basis. On the contrary, the ED
includes within the components of internal control concepts that
are not susceptible to objective evaluation, proposes a measurement
of the effectiveness of internal control systems that suggests an
unreasonable level of reliability, and totally confuses the quality
of an entity’s internal control with its system of internal control
procedures, two very different things.
’’Internal Control” and a "System of Internal Control”

The failure of the ED to differentiate between internal
control and an internal control system is a serious flaw in its
reasoning. There is, of course, a relationship between internal
control and internal control systems, but these terms are not
synonyms.
Using these terms as synonyms permits some of the
proposed components of internal control that are really ’’states” or
•’conditions” to be treated as parts of a ’’system.” This they never
can be.
Internal control is a state or condition that can range from
excellent to poor, from strong to weak. An internal control system
is one of the means that brings about internal control.
While there is a causal relationship between an internal
control system (the means) and the quality of the entity’s internal
control (the end) , this relationship is not a necessary cause and
effect relationship.
To the contrary, a condition of excellent
internal control may exist without any internal control system at
all.
Dedicated and highly motivated employees who possess
integrity, high ethical standards, and competence may achieve a
condition of
excellent internal control in the absence of
processes and procedures constituting a system of internal control.
On the other hand, the appropriate application of the processes and
procedures that constitute a system of internal control may improve
the state of internal control even in a company having some
employees who do not possess integrity, high ethical standards, and
competence.
Finally, if a sufficient number of the entity’s
employees band together to defraud the company, no system of
internal control can guarantee detection and prevention of the
fraud.
Components of a System of Internal Controls
The ED treats the personal attributes of
integrity,
competence, and ethical values as components of internal control.
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These attributes, however, cannot be evaluated based on any known
objective criteria.
They are personal qualities, not processes
like risk assessment. The steps to assess risk can be identified;
reasonable men can agree on the quality of the process; its
application can be evaluated. Ethical values, on the other hand,
are not a process; reasonable men differ greatly on the
acceptability of specific ethical values; there exists no known way
to evaluate their application. Finally, it is not reasonable to
expect that management will ever evaluate its members as lacking in
these personal attributes, nor will it be possible for others to do
so, except in the most egregious situations and well after the
fact.

The ED also includes "communication" as a component of
internal control. Communication is essential to every activity in
business, an integral part of every component of an internal
control system. It is not a separate component of an integrated
system of internal control.
Reporting Weaknesses in Internal Control

The ED acknowledges that the "material weakness" concept may
need to be refined; however, it proceeds to establish that concept
as. the benchmark for evaluating deficiencies in* internal control
systems and reporting to the public.
The concept of material
weakness is anchored to financial statement materiality and simply
cannot be used to evaluate weaknesses of many of the components of
internal control not directly related to financial reporting. For
example, the absence of an audit committee for a public company is
a significant weakness in the internal control system related to
achieving the objective of reliable financial reporting; but that
weakness cannot be quantified in terms of financial statement
materiality.
Therefore, it is not surprising that the ED
vacillates in its discussion about whether shortcomings in internal
control components are to be judged to be material weaknesses in
specific circumstances.
Further, the ED suggests that any deficiency short of a
"material weakness" is not to be reported.
Establishing such a
high threshold for reporting uncorrected deficiencies in internal
control systems will lead to most management reports being "clean."
Given the public’s misunderstanding about internal controls that
presently exists, readers of "clean" management reports are likely
to infer more reliability in the financial reporting process than
will be warranted in many circumstances.
Many significant
weaknesses would be swept under the table and most entities would
be presented as equals with respect to internal control. And that
would not be consistent with the underlying facts.
Litigation
would surely result.

-4-

Weaknesses evaluated as significant (defined as "reportable
conditions” in SAS No. 60, "Communication of Internal Control
Structure Related Matters Noted in an Audit") should be referred to
in public reports. Confusion would likely result from identifying
the specific nature and number of all reportable conditions, and
that would not be useful to those unfamiliar with the particular
internal control system. Rather, the components of the internal
control system in which one or more reportable conditions have been
identified should be specified in public reports (but not the
specific reportable conditions themselves) and management should
describe its plans to deal with the reportable conditions affecting
such components. This would put readers of reports on notice that
the quality of internal control systems differs from entity to
entity, that many such systems are less than perfect, and that when
weaknesses exist they are being appropriately addressed by
management.
Compliance with Laws and Regulations

We agree with the ED's recommendation to exclude any
consideration of public reporting on compliance with laws and
regulations at this time.
A Practical Alternative

The ED discusses internal control from a broad perspective
encompassing entity objectives and other matters not directly
relevant to public reporting on the quality of an entity's system
of internal control. The discussion in Chapter 15 that attempts to
build a fence around internal control reporting confined to
controls over financial reporting is obscure partially because of
the matters discussed on pages three and four of this letter and
partially because an integrated framework for an internal control
system related to financial reporting has not been presented.

that:

We believe what is needed is a statement on internal control
•

presents a theory for a system of internal control based
on components that are process oriented, practically
implementable, and can be tested on a reasonable
cost/benefit basis.

•

makes clear the varying responsibilities of the several
participants in the internal control process:
Board of Directors/Audit Committee
Executive Management
Operating Management
Financial Management
Internal Auditors
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Independent Accountants
Others

•

maintains a clear, consistent, and firm distinction
between internal control and internal control systems.

•

identifies clearly the linkage of the components of the
system of internal control to achieving the objectives of
financial reporting.

Without attempting to identify or limit the components of such
a system, in practical terms a system of internal control might be
presented as a process that includes the following:
1.

A code of corporate conduct communicated, monitored and
enforced throughout the entity.

2.

Articulated objectives of internal control for the
entity’s activities linking means of accomplishment with
entity objectives.

3.

The Board of Directors (or Committee of the Board) and an
internal
audit
function
performing
defined
responsibilities for achieving an internal control
objective. For example, an audit committee and internal
audit function performing defined responsibilities for
achieving reliable financial reporting and objectives of
internal control related thereto.

4.

An operating organization designed to implement the
entity’s plan effectively and providing specific
responsibilities and duties at all levels.

5.

A program of education and training to assure
that all staff members understand the duties,
authority,
and
responsibilities
of
their
positions.

6.

A system of risk assessment directed at each of the
activities encompassed in the entity’s objectives of
internal control.

7.

The application of appropriate control practices and
procedures, such as the following, at every point of
significant risk:
Separation of conflicting duties.
Safekeeping procedures for valuable properties
and data.
-

Independent counts and reconciliations.
Continual supervision and review.
Departmental and divisional budgets with regular
comparisons
of
actual
results
to budgeted
amounts.

-68.

A system for reporting accomplishments, deficiencies,
defects, and irregularities to persons designated as
responsible for appropriate action.

We believe that the above framework includes criteria that are
susceptible to consistent measurement and evaluation by both
management and auditors, and can be tailored to meet any of an
entity’s internal control objectives. Individually and together,
the eight items constitute means that may be employed to strengthen
the condition or state of any entity's internal control. Each is
sufficiently specific that its nature and purpose are clear. All
are interrelated; they build on one another. Evidence of existence
or nonexistence during a period of time is readily obtainable.
Knowing that these are components that would be looked for in an
entity’s internal control system, management would know how to
implement procedures and processes to accomplish them.
Knowing
that these are the expected components of an internal control
system, management and an independent reviewer would know how to
test and evaluate the effectiveness of each component.

Conclusion
Imposing new responsibilities on corporate management and the
accounting profession without the establishment of fair and
achievable standards and without a general understanding of their
meaning would be dangerous and not serve the best interests of our
economy. The ED’s potential for misunderstanding, for establishing
false expectations, and as material to support almost any
litigant’s allegations about internal control failure is almost
unlimited. Believing as we do that standard setting is best done
by those who must use the standards, we believe it is imperative
that the private sector move quickly to develop and adopt fair and
achievable standards.
These must be framed in a manner that
facilitates wide-spread understanding among those who will be
required to implement and evaluate the effectiveness of systems of
internal control as well as by those who will rely on financial
reporting in compliance with the standards.
Whenever even a small number of
corporate managers are
suddenly discovered to be either unsuccessful, inept, or venal, all
business management suffers acrimonious criticism. More than this,
public officials and regulators, anxious to demonstrate their
desire to prevent such catastrophes ’’from ever happening again,’’
rush to impose new requirements and restrictions on all businesses.
Unless carefully and calmly considered, such well-intended measures
may become substantial burdens on business—and thus on society—
without making any significant contribution to remedying basic
deficiencies in our economy.
For this undesirable outcome to be avoided, we believe that
COSO must establish a basis of understanding about internal control
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and internal control systems that recognizes their nature,
differences, and limitations. On that foundation of understanding,
COSO
should develop
theoretically sound and practically
implementable criteria for describing, evaluating, and reporting on
the state of internal control and the quality of internal control
systems in place. Only then will public reporting avoid
expectations doomed to disappointment.

A. A. Sommer, Jr.
Chairman

Robert K. Mautz
Vice Chairman

Jerry D. Sullivan ,
Executive Director

Committee of

Sponsoring Organizations of the Treadway Commission
1211 Avenue of the Americas, 6th Floor, New York, NY 10036-8775 Telephone (212) 575-6656

July 22, 1991
To:

Richard M. Steinberg, Coopers & Lybrand
Howard Siers, consultant
Project Advisory Council to COSO
P. Norman Roy, Financial Executives Institute
William G. Bishop, Institute of Internal Auditors
Louis Bisgay, National Association of Accountants

Gentlemen:
Attached is batch twenty-one of comment letters containing five
letters on the exposure draft, "Internal Control — Integrated
Approach."

Sincerely,

Thomas P. Kelley, CPA
Group Vice President
Professional
TPK:jmy
Enclosure

Robert L. May. Chairman
Representing the
American Institute of
Certified Public Accountants

Alvin A. Arens
Representing the
American Accounting Association

William G. Bishop
Representing The
Institute of Internal Auditors

Thomas M. O'Toole
Representing the
National Association of Accountants

P Norman Roy
Representing the
Financial Executives Institute

July 3, 1991

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas 6th Floor
New York, New York 10036-8775
Committee Members:
The Illinois CPA Society is pleased to respond to your exposure
draft entitled Internal Control - Integrated Framework (the
"Framework"), dated March 12, 1991.

Our
organization also recognizes the need to establish a
framework for maintaining effective systems of internal control
and to encourage management to periodically report the status of
their systems.
We believe that such a framework can strengthen
the integrity of financial statements and improve operational
efficiency.
The recommendations proposed by your committee are sound and will
indeed provide a common framework which will be to the benefit of
all interested parties.
We commend your efforts in preparing
this document.
You had expressed interest in comments on four particular areas.
We have no significant suggestions in three of those areas,
improving the definition of internal control, changing its nine
components and evaluating controls. Our primary comments relate
to small business considerations and management reporting, and we
have some secondary comments on terminology.
Our specific
comments are discussed below.
SMALL BUSINESS CONSIDERATIONS

While the study is a good conceptual analysis of internal
controls, stated in terms understandable to business executives,
the discussions of the components of internal control relate
primarily to organizational structures and control procedures
applicable to large organizations.
Smaller and closely-held
businesses,
generally
owner-managed, have
unique
control
environments distinct from those of such large organizations.
The smaller entity will probably have an internal control system
that is less formal and not as extensively documented, but which
may still be effective because of the offsetting controls
provided by the close, extensive involvement of the owner.
2
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Certain of the control components discussed in the study, such as
Board committees, internal auditors, multiple layers of personnel
in each department, and a large financial staff,
may be
substantially different or perhaps nonexistent in the small
business environment, yet many such enterprises are well-run,
successful organizations.

Expanded guidance and/or evaluation tools more applicable to the
small business environment would make the study a more valuable
resource for the small business executive. Consideration should
be given to the following:
1.

Control environment - a discussion of issues related to, and
acknowledgement of the existence of, businesses operating
without the benefit of an independent board or an audit
committee.
The control environment factors and the answers
to the evaluation of the control environment questions need
to be put in perspective so that the owner of a small
business
can efficiently
create
the proper
control
environment.

2.

Information systems - the evaluation of issues presented are
not
necessarily
appropriate (too
sophisticated)
to
evaluating
internal controls in
the small
business
environment; an expansion, or clarification of these tools
related to the small business environment would be useful.
For example: What degree of technical knowledge of computer
hardware and software capabilities should a small business
have?
How extensive
should the information
systems
strategic plan and the long-range information technology
plan of a small business be?

3.

Control procedures - the discussion emphasizes controls over
information systems in a computer environment, yet many
smaller businesses generate a great deal of management
information manually; the application of the
concepts
discussed to manual information systems would be beneficial.
Additionally, the study indicates that local processing
environments (LANs) should be governed by the same level of
control standards as the mainframe environment. It would be
useful to expand the discussion, or include evaluation tools
applicable to the microcomputer environment as well.

4.

Monitoring - guidance for
monitoring internal control
systems and procedures should
be expanded to include
examples and/or evaluation tools more useful in the small
business environment.

2

MANAGEMENT REPORTING TO EXTERNAL PARTIES
In the Timeframe section of Chapter 15, the study strongly
supports the use of "point in time” reporting, rather than
"period of time" reporting, when management publicly reports on
the effectiveness of its system of internal controls.
The
reasons for such support are enumerated in the study, i.e. cost
effectiveness, the existing focus of investors and others on year
end financial information, and the better focus of management on
improving controls as opposed to reporting deficiencies.

We are presenting two views on this section without recommending
either point of view. If we take a position that point in time
is the appropriate or preferable timeframe, then we' feel the
support for that conclusion should be modified and expanded in
the Framework, and we have provided several suggestions along
those lines. On the other hand, if we take a position supporting
the period of time timeframe, we believe there are several points
to be made in favor of period of time disclosures, and we offer
these for consideration as well.
Modify and expand supporting reasons for point in time reporting
The supporting reasons for point in time reporting presented in
the Framework are, with only one exception, practical and valid.
We believe that one of the reasons given can be strengthened
considerably and that another reason should be removed. We also
believe there are other valid reasons for the point in time
timeframe that should be considered.

We recommend that the current discussion on the cost versus
benefit of point in time reporting be expanded. Reporting on a
different timeframe, e.g. for
a year, would significantly
increase the costs incurred to support management’s opinion, with
little added benefit.
Those increased costs would result from
the need for management to expand its evaluation processes and
also the costs of external auditors who would need to expand
their procedures
as a
result of
being associated
with
management’s considerably expanded opinion. The additional costs
incurred by the external auditors would be passed along to their
clients.
We also recommend that the reason supporting point in time
reporting stated in the last paragraph of page 150 be deleted
because it connotes a negative, avoidance motive rather than
presenting a constructive reason.
The
following additional points,
reporting, should be substituted:

supporting

point

in

time
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•

public management reporting is still evolving and the use of
point in time reporting is particularly appropriate at this
stage of its development.

•

management of most companies is as much interested in
improving internal controls as others who regulate or audit
those companies; using management reporting as a policing
tool (i.e., reporting on deficiencies for a period of time)
would infer just the opposite and would not promote or
result in better internal controls.

•

management reporting
should not result in
an anti
competitive environment for U.S. public companies versus
foreign owned companies.

Consider period of time disclosures

We also feel that it is important to comment on the benefits of
period of time disclosures and how perceived shortcomings might
be overcome.

Period-of-time benefits

First, point in time reporting is not totally consistent with the
timeframe of financial statements, which are both point in time
(balance
sheet) and period of time (income statement and
statement of cash flows). Management is able to make adjustments
to correct both the point in time and period of time financial
statements so that an auditor is able to express an unqualified
opinion.
However, management
is not
able to
correct,
retroactively, "deficiencies” (as defined in the Framework) in
internal controls that existed during the period of time covered
by the income statement and statement of cash flows. The users
of the report on internal control may benefit from knowing about
deficiencies that existed during the period, and when each one
was corrected.
Second, point in time reporting may not fully address all facets
of the internal control structure. The control environment, like
control procedures, is an important component of the internal
control structure. The control environment takes into account
the overall attitude, awareness, and actions by management and
others concerning the importance of control and its emphasis in
the entity.
Knowing management believes the entity now has an
effective system
of internal
control is
comforting, but
disclosing the extent of deficiencies that needed correction
during the period of time covered by the financial statements may
help the users
weigh and evaluate the
entities’ control
environment. Point in time reporting may not provide information
with which to completely evaluate the control environment.
4

For example, an entity that had no deficiencies during the period
and an entity that corrected one or more deficiencies during the
period would both issue the same "clean” report illustrated in
Chapter 15. The point in time report may not give the users any
information about the internal controls that were, or were not,
in effect when the transactions were being processed.

Perceived period of time shortcomings
The Framework points out that period of time reporting would
require more extensive testing, might bar management from issuing
a clean report, and might not promote a constructive process. We
believe that there are counterpoints to these contentions.
More extensive or frequent testing would not necessarily be
required.
Management would conduct whatever procedures are
considered necessary to issue the point in time report.
The
deficiencies detected by those procedures, whether corrected or
not, would be disclosed within the point in time report.
The
controls tested and the degree of testing necessary for point in
time disclosures need not be expanded. The frequency of testing
controls for point in time disclosures (at least once each year)
need not be expanded.

Management would not be barred from issuing a clean point in time
report.
The period of time disclosures (descriptions of
deficiencies
that were discovered
by the point
in time
procedures) would be added to the point in time report. If the
deficiencies were corrected, then the report would still be
clean.
The constructive intent of management reporting may be enhanced
by this form of reporting. Period of time disclosures would help
encourage management to maintain an adequate system of internal
controls at all times, which we believe is consistent with the
spirit of the Framework. Point in time reporting, without period
of time disclosures, may not encourage management to focus on
internal controls more often than once each year.
ROLES AND RESPONSIBILITIES
The language in Chapter 3 (Roles and Responsibilities) is not
consistent with the language in Statements on Auditing Standards
AU Section 508 (Reports on Audited Financial Statements).
The
second paragraph of the External Parties section describes
external auditors as expressing an opinion on the "reliability”
of the financial statements. The word "fairness”, rather than
reliability, should be used to describe the auditor’s opinion.
Also, in the fourth paragraph, the words "fairly stated" should
be changed to "present fairly".
Although subtle, this language
is important to properly convey the nature of the auditor's
opinion on the precision of the financial statements.
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EVALUATION OF CONTROLS

The Reporting Deficiencies section of Chapter 4 (Evaluation of
Controls) discusses the
terms "deficiencies” and
”control
deficiencies”.
The characteristics that a weakness in the
internal control system would need to qualify as a deficiency or
control deficiency are not clear. One alternative to improve the
description would be to compare or contrast a deficiency with
related terms defined in Statements on Auditing Standards (SAS),
such as reportable conditions and material weaknesses.
Both of
these SAS terms are mentioned in the Framework, but "deficiency”
is not put in perspective with either.

Additionally, the introduction of new terms to the overall
concept of internal control may be somewhat confusing. Replacing
those terms with the SAS terms, rather than further, defining
them, should be considered.
DEFINITION
Chapter 5 has sections on the Definition of Internal Control and
Different Perspectives on Internal Control.
We suggest that the
independent auditor's definition of "internal control structure”
be included in this chapter. The Framework defines and uses the
term "system of internal control", which is similar but not
identical to internal control structure. We feel a comparison of
definitions
in the
Framework will
provide
a consistent
explanation of the differences and avoid the many inevitable
questions from management about the differences between the two
concepts.

CONTROL PROCEDURES
The description of control procedures in Chapter 11 (Control
Procedures) is different from the description in the Statements
on Auditing Standards (SAS). Chapter 11 uses "ensure" and "help
ensure", whereas the SAS uses "provide reasonable assurance" to
describe control procedures.
We believe that ensure is too
strong and actually goes beyond what can be expected from control
procedures.
The description in the SAS more appropriately communicates the
degree of confidence that should be placed in control procedures.
We believe that management would agree that control procedures do
not "ensure".
The description in the Framework should be
softened to be more consistent with the nature of the SAS
description.
6

The above represents the views of the Illinois CPA Society rather
than those of any individual members of the Committee or any of
the firms or organizations with which they are associated.
We appreciate the opportunity to comment on this exposure draft
and look forward to the results of the exposure process.
We
would be pleased to discuss any of our comments with you and
answer any questions you may have.

Sincerely,
John Kiss, Chairperson
Auditing Services Committee
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5 July 1991

Mr Robert L May
Chairman
Committee of Sponsoring Organisations of the
Treadway Commission
1211 Avenue of the Americas
6th Floor
NEW YORK
NY 10036-8775
USA

Dear Mr May
I am responding to your request for comments on the exposure draft on
Internal Control - An Integrated Framework issued under the auspices of
your Committee. I apologize that I have not met the deadline for responses
of 14 June 1991. The American Accounting Association sent me a copy by
surface mail for comment, and I received it only last week.
In general, I believe the draft report is an excellent document, and I
commend the authors and the Committee for sponsoring it. There are
three areas, however, where I have some concerns:

1.

Definition of Internal Control
I disagree with the definition of internal control provided on page 51
of the report. In my view, control is not a process. Rather it is a
system. By system, I mean a set of interrelated components that
work to perform some common function. In the case of a control, the
components work to designate either a state of or event in another
system as lawful or unlawful. Lawfulness must be judged according
to some criteria established for the system. By recognising that a
control is a system, it becomes obvious that failure of a component in
a control (system) can lead to unreliability of the control.
In my view, if a control is an internal control, the control is
contained within the boundary of the system whose states or events it
deems to be lawful or unlawful. An external control is one outside
the boundary of the system whose states or events it deems lawful or
unlawful. A question that continues to bother me is why we make the
distinction between internal and external controls. I suppose the

Telephone:
(07) 365 6591
National:
International: + 617 365 6591

Telex: UNIVQLD AA40315
Cables: Brisbane University

Fax:
National:
(07) 371 6540
International + 617 371 6540

issue is that management of an organization takes direct
responsibility for establishing internal controls. Other bodies, such
as governments, have responsibility for establishing external
controls. In both cases, however, we are concerned with the cost
effective designation of lawful and unlawful states and events in
systems.
I recognise that my arguments above may be somewhat abstruse.
Could I assure you, however, that I have given substantial thought to
the nature of internal controls. While much has been written about
internal controls and auditing, I have been unable to find in-depth
and rigorous analyses of the nature of controls, internal controls, and
the so-called system of internal controls. In this regard, I recently
published a paper with my colleague Yair Wand in the January, 1989
issue of The Accounting Review that attempted to address some of
these issues. The paper expounds a formal model of controls, and as
a consequence it is somewhat difficult to read. Nevertheless, I believe
that Yair Wand and I have gone some way to rigorously defining the
notion of system and control. Professor Andrew Bailey, who is on
your Project Advisory Council, is familiar with the paper, and he
would be able to explain its contents if you so desired.

2.

Definition of Internal Control Components
I applaud the discussion of the internal control components in Part 2
of the report. My problem is that I believe it is inappropriate to call
these nine items “components”. In my view, a component is a
physical thing that performs basic activities necessary for a system
to accomplish its fundamental function or purpose. For example, the
components of a control may comprise people, hardware, and
software. The nine components discussed in the Report are a
heterogeneous mix of concepts. Some are general factors that need to
be considered in the design of internal control systems; others are
factors that would be taken into account during the evaluation of
control reliability. In any event, I believe the choice of the term
components will be confusing for many readers of the report.

3.

Definition of General Control and Application Controls
Chapter 10 of the Report sustains the distinction between general
controls and application controls which has been common in the
literature for many years. I believe this distinction is fundamentally
flawed. Supposedly, general controls are those “which ensure the
continued, proper operation of computer information systems”.
Application controls are those “which govern computerized steps in
related use of procedures to control transaction processing”. To
illustrate the problems with this distinction, consider the notion of
access security controls, which the Report classifies under general
controls. Surely access security controls are designed to ensure the
authenticity of transactions in application systems. They are not
general controls in this respect.
I believe a better distinction to make is between management controls
and application controls. Management controls are those that have
been set up to ensure that data processing assets are safeguarded and

that systems are developed, implemented, and operated in a proper
way. Application controls are those which have been set up to ensure
that data processing assets within an application system are
safeguarded and that transactions are authentic, accurate, and
complete. Whether application controls are embedded in generalized
system software or specially-written software is irrelevant. In the
current definition of general and application controls, there is
confusion about the purpose of the controls and the components used
to execute the controls. If you wish to pursue this matter further, you
may wish to consult my textbook, EDP Auditing: Conceptual
Foundations in Practice (New York: McGraw-Hill Book Co., 1988).
I hope the above comments are of some use to you. I wish you every success
with your deliberations and the issue of the final report.
Sincerely

Ron Weber
GWA Professor of Commerce

bank administration institute
July 8, 1991

Committee of Sponsoring Organizations
of the Treadway Commission
Sixth Floor
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Gentlemen:

Bank Administration Institute is pleased to respond to the Committee of Sponsoring Organizations of the
Treadway Commission’s ("Committee") request for comment on the exposure draft entitled, Internal Control Integrated Framework.
Bank Administration Institute (BAI) and the Bank Administration Institute Foundation are a specialized
professional services organization that offer research, information services and professional development
opportunities to bankers nationwide. Membership is represented by nearly 90% of U.S. commercial banking
assets and is also supported by over 200 chapters operating throughout the country. BAI, founded as the
National Association of Bank Auditors and Controllers, has been serving the special needs of bank internal
auditors and controllers for over sixty years.

In the area of audit, BAI collaborates with its Audit Commission, the bank audit community in general and
banking partners representing the "Big 6" accounting firms. BAI has been certifying professionals in the field
of bank internal auditing through its Chartered Bank Auditor (CBA) certification program for over twentythree years. Over 4,000 bank internal auditors have been certified as CBAs. Additionally, BAI has published
numerous books in the area of bank internal auditing, bank internal controls, risk assessment and anticipatory
auditing. BAI, at the recommendation of its Audit Commission, adopted the Institute of Internal Auditors
Standards for the Professional Practice of Internal Auditing in 1989.

The following general and specific comments regarding the exposure draft have been developed with the
valuable assistance of the Audit Commission represented by James J. Carey, Senior Vice President and
General Auditor, First Chicago Corporation; Howard L. Arthur, Senior Vice President and Director of Audit,
First Union Corporation; J. Daniel Demichelis, Vice President, Citibank, N.A; Paul J. Flora, Vice President
and Deputy Auditor, National Westminster Bancorp; Robert J. Goebert, Senior Vice President and Auditor,
The Bank of New York; Richard M. Serafini, Senior Vice President and General Auditor, MNC Financial
Corporation; F. Peter Sturm, Vice President, Bank of America; Michael A Varzally, Senior Vice President
and General Auditor, CoreStates Financial Corporation; and BAI’s staff representative, Terence Jon Trsar,
Director of Audit Services.

SUMMARY COMMENTS
We feel the report represents a significant effort in forging a more common understanding of internal control
among all interested parties. We generally support the broad definition of internal control used and the
conceptual framework represented by the nine components of internal control identified in the report.
Suggestions for the clarification of the definition of internal control and the nine components of internal
control are included in Section I of this response.
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While the report and its appendices provide information which is useful in evaluating and documenting
controls, we suggest modification of the report to avoid any inference to a "standard" level of evaluation or
documentation. We feel strongly that the study should be modified to more clearly state that the example
analysis and documentation included in the study is only illustrative and that individual management
judgement on its cost vs. benefit should be the primary determining factor. Specific suggestions for the
Commission’s consideration are included in Section II of this response.
Without question, Chapter 15, "Management Reporting to External Parties," evoked the most passionate
response from our member institutions. While nearly all responses concurred that management reports on
internal control are necessary, we received several suggestions for the Commission’s consideration in revising
the exposure draft. Suggestions concerning the revision of Chapter 15 are included in Section III of this
response.
SPECIFIC COMMENTS AND RECOMMENDATIONS

Specific comments and recommendations for the Committee’s consideration are presented in four areas:

Section
Section
Section
Section

I
II
III
IV

-

Definition and Components of Internal Control
Evaluation and Documentation of Internal Control
Management Reporting to External Parties
General Comments

SECTION I - DEFINITION AND COMPONENTS OF INTERNAL CONTROL

Definition of Internal Control
The proposed definition of internal control is appropriately broad yet encompasses the fundamental concepts
of effective internal control:
•
Internal control is a process
•
Internal control is affected by people
•
Internal control cannot be expected to provide more than reasonable assurance
•
Internal control is geared to the achievement of the entity’s objectives
•
Internal control consists of interrelated components
While we support the broad approach used to define internal control, we find the proposed definition to be
cumbersome, primarily due to its length. We suggest the Committee consider a definition which modifies or
eliminates specific reference to all nine of the components of internal control, yet retains its focus on the
fundamental concepts of internal control listed above. We believe reference to certain components, including
ethical values, risk assessment, monitoring and cost/benefit relationships should be included in the definition
without the inclusion of all nine components. The other components of internal control can be adequately
addressed elsewhere in the report.
Components of Internal Control
In general, we feel the nine components of internal control clearly identify the various attributes of internal
control and provide an excellent framework for understanding internal controls. We suggest the committee
consider the following modifications to the exposure draft:

•

We believe the first two components of internal control (integrity, ethical
values and competence; and control environment) can and should be
combined. These critical components of internal control are, to a high
degree, a function of the "Tone from the Top" as outlined in the Treadway
Report.

bank administration institute
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•

In the summary of the report (page 6) it states "some trade-offs may exist
between components." There is no further mention or reference to "trade
offs" in the rest of the report. We feel the concept of "trade-offs" or
compensating controls should be clarified or eliminated from the report.

SECTION II - EVALUATION AND DOCUMENTATION OF INTERNAL CONTROLS

We recognize the importance of timely evaluation and documentation of internal control systems. Within the
banking industry, regulatory agencies are placing an increased emphasis on the documentation of
management’s policies and procedures with respect to internal control. However, we feel management
judgement as to costs and benefits should be acknowledged in the report as the primary determining factor
in the level of evaluation and documentation that is appropriate. We feel the Commission should consider
modifications to the study in the following areas concerning the evaluation and documentation of internal
controls:

•
•
•
•

Use of peer group comparisons as an evaluation technique
Frequency of internal control evaluation
Documentation of internal controls
Documentation "standards"

Use of Peer Group Comparisons as an Evaluation Technique
In the discussion of possible tools available to management to assess and evaluate internal control, a statement
is made on page 39 of the report to a comparison of the control system to that of other entities. The
statement indicates that such a comparison may be used as an alternative to other evaluation tools (i.e.
internal management review, external auditors, internal auditors). This statement may give management the
impression that a peer review by itself is sufficient as an evaluation technique. There are several significant
issues with respect to the use of peers or consultants.
•
•

•
•

How does management determine those companies with reputations for
good control systems?
What is the reputation based upon (external auditors, internal auditors,
financial condition)?
How does management know that the peer companies control system is
functioning effectively?
Can management rely on peer evaluation to form an opinion on the system
of internal control and report on the same to external parties?

Because of the above concerns, we suggest that the wording of the first sentence on page 39 be changed to
delete the word "alternative." The revision would then read "In conjunction with the use of evaluation tools,
a company may compare their control systems with those of other entities." It may also be beneficial to add
a statement that management has the ultimate responsibility for the adequacy of internal control and should
not rely solely on peer group comparisons or consultants to assess and evaluate internal controls.

Frequency of Internal Control Evaluation
The study provides limited guidance on how often the nine components of internal control should be
evaluated. An annual evaluation of one of the components, "monitoring controls," is suggested. Evaluation
of the other eight control components is described in a number of ways "periodically," "regularly," and "from
time to time."

^0
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We have two concerns in this area. First, the terms used to describe the suggested frequencies have various
meanings which will result in inconsistent practices among reporting companies and potentially misleading
management reporting. Secondly, the frequency of internal control evaluations must be determined by
management’s assessment of the inherent risks in its business, including the effect of changes resulting from
internal and external factors. We recommend the study’s guidance in this area be more explicit and emphasize
the need to determine the frequency of internal control evaluations based upon inherent business risks.
Documentation of Internal Controls
Paragraph 3 of page 39 notes that "many controls are informal and undocumented yet are regularly performed
and highly effective." As previously noted, banking regulators are placing increased emphasis on the
documentation of management’s policies and procedures with respect to internal control. This emphasis by
bank regulators is a further indication that documentation is a key aspect of the control components of
establishing organization objectives and control procedures, monitoring controls, communication of issues
within the organization, and of establishing mechanisms to identify and respond to changing environmental
conditions. We must question how long the system of internal control can be effective if key controls are not
documented and communicated.

Therefore, we suggest that the tone of this section be changed. Documentation of controls, and the
monitoring and evaluation of controls is an important part of the overall control system. Documentation does
not provide assurances that controls are in place and are functioning as intended. However, a reasonable level
of documentation is necessary to achieve the control components outlined above.

Documentation "Standards"
Although our comments above point to the need to document controls, the study suggests the need for a
significant amount of highly structured analysis and documentation. This is reflective in the length of the study
devoted to analysis and documentation examples which includes nearly 170 pages and consumes one-half of
the study. We recommend the study be revised to clearly state that the example analysis and documentation
is only illustrative and that individual management judgement on its benefit vs. cost should be the primary
determining factor.

The extensive examples of internal control analysis and documentation included in the report may erroneously
suggest a "level of evaluation and documentation" that is not cost effective. Consideration should be given
to reducing the volume of such information. Some of our members feel this "level" could be incorrectly
interpreted as "the standard." Many of our members feel strongly that an appropriate tone must be attached
to the study to preclude legislative or authoritative bodies adopting the study (from a documentation
viewpoint) as "the law of the land."
SECTION III - MANAGEMENT REPORTING TO EXTERNAL PARTIES

While there are differing opinions concerning many aspects of Chapter 15, "Management Reporting to
External Parties", the following points represent areas of substantive agreement in responses received from
member institutions:
Support of the issuance of a management report on internal controls by public companies.
We believe the banking industry must assume a leadership role in addressing the public,
legislative and regulatory concerns regarding the reliability of and integrity of financial
statements.

bank administration institute
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•

The use of point in time reporting as recommended in the exposure draft.

•

We do not support mandated reporting on internal control by independent auditors for the
following reasons:
Independent auditors are already required to evaluate and test internal controls to
the extent necessary to express an opinion on a company’s financial statements.

We feel the costs of expanding the role of independent auditors in evaluating, testing
and reporting on internal controls will exceed any related benefits.
As previously mentioned, there is diverse opinion concerning many aspects of Chapter 15. The following is
a summary of reservations expressed by various responding institutions which we recommend the Commission
consider in revising the exposure draft:

•

Specific disclosure and description of material weaknesses in a company’s system of internal
control may be misinterpreted, resulting in an unnecessary erosion of public confidence in
reported financial statements. Publication and disclosure of material weaknesses may also
create unwarranted competitive advantages in the marketplace for competitors or other
parties. In a worst case scenario, disclosure may encourage fraudulent activity through the
disclosure of internal control weaknesses.
While the responses expressed support for the issuance of a management report on internal
controls, a few felt the topic should be addressed separately. Several responses expressed
concern over the lack of clarity of Chapter 15 and one suggested separate research and study
on the issue.

SECTION IV - GENERAL COMMENTS

We feel the final report should include a transition period to allow for the adoption and implementation of
the recommendations included in the report, and in particular the issuance of a management report on internal
control. We recommend that implementation be required for years ending December 15,1992, though earlier
implementation would be encouraged.

We also recommend that the sponsoring committee assume a leadership role by providing ongoing guidance
on implementation issues or, at the very least, be a communications vehicle on the types of issues encountered
by different companies.
Thank you for the opportunity to comment on a document which supports the importance of internal control.
If you would like to discuss these comments or any other as part of our views, please feel free to call Terence
Trsar at (708) 228-2329.

Very truly yours,

James J. Carey, CBA, CPA
Chairman, Bank Administration Institute
Audit Commission
Senior Vice President/General Auditor,
First Chicago Corporation

Terence Jon Trsar, CBA, CPA
Practice Leader,
Audit & Security Services
Bank Administration Institute

Memphis State

901/678-4564

UNIVERSITY

July 10, 1991

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas
6th Floor
New York, NY 10036-8775
Dear Committee:

Memphis State University with the sponsorship of First Tennessee National
Corporation conducted a three hour seminar on May 29 on the Internal Control
Exposure Draft. R. Malcolm Schwartz, of Coopers and Lybrand and a principal
contributor to the study, and Howard L. Siers, Consultant to COSO, presented the
Draft and led the discussion.
The group invited included National Association of Accountants members from a 200
mile radius of Memphis, Institute of Internal Auditors members, FEI members from
Memphis, Nashville, Little Rock, Atlanta, Birmingham, and Dallas, Tennessee
Society of CPA members from throughout the state and academics from Tennessee,
Mississippi, and Arkansas. Total attendance was 136.

In addition to the support provided by First Tennessee National Corporation, the
NAA, FEI, TSCPA's, and IIA provided mailing lists to facilitate contacting invitees.
These invitees were provided return post cards to indicate their plans to attend.
Those responding received a copy of the complete Draft a week prior to the seminar.
These copies were provided by the AICPA.

Questionnaires were mailed to the attendees to ascertain their comments and views
on the Exposure Draft. A total of 70 usable questionnaires were received.
A demographic analysis of respondees follows:

Number of Respondees
Industry
Manufacturing
Service
Other

8
23
_

Public Accounting-Local Firms
Academics
Government (state)

Total

37

19
10
2
70

THE FOGELMAN COLLEGE OF BUSINESS AND ECONOMICS
Thompson-Hill Chair of Excellence In Accountancy/218 - Business Building/Memphis, Tennessee 38152
An Equal Opportunity/Affirmative Action University

A major benefit of the study was accumulating responses from the middle-and small
size companies and accounting firms which generally would not have provided input.

The questionnaire set forth the definition which was included in the study and
respondents were asked if they was felt that the definition implements the Treadway
Commission recommendation. Two-thirds of the respondents agreed, however, the
lowest support was from the those associated with larger industries, those industries
with assets over 200 million dollars.
Next the respondents were asked if a different definition would be more appropriate.
That definition was "Internal Control is the process by which entity's board of
directors, management, and other personnel obtain reasonable assurance as to
achievement of specified objective". This question was asked since many of the
attendees had indicated that the Exposure Draft definition was too wordy or too long.
Comments such as the following were received "A 65 word one sentence definition is
unwieldy. What is wrong with a two sentence definition? I thought clarity was one of
our goals." Another relevant comment is "Definition is not appropriate - too long,
'fuzzy,' and not practical to use. Document fails to provide useful information -- it's
more academic than practical guidance. Major rework is necessary." Another
response was "While the definition is good, it may not be practical to implement."

Sixty-one percent of the respondees felt that abbreviated definition was an
improvement. Those in public accounting, government and academics support the
abbreviated definition more than do those in industry. Only 53% of those in industry
support the modified definition.
Also related to the definition was a question as to whether the term "acceptable levels
of assurance" should be substituted for the term "reasonable assurance."
Overwhelmingly (81%) of the respondees support the use of the term "reasonable
assurance."

Next the respondees were asked to review the nine components proposed as the
basis for internal control. Three-forths of the respondees agree that those nine were
appropriate. The major disagreement dealt with the component "integrity, ethical
values & competence."
Only 52% overall felt that it was appropriate. Of the
academics, 78% strongly opposed inclusion of integrity, ethical values, &
competence as a component.
Seventy-nine percent of the respondents felt that it would be preferable to separate
competence from integrity and ethical values. Strong support for separation was from
large industry where 94% felt that competence should be set forth separately.
Academics felt almost that strongly in that 86% supported the separation of
competence from integrity and ethical values.

Some of the comments that were related to this question were "Competence should
be a separate issue. It is too important to be integrated with the other nine objectives."
Also, "Integrity, ethical values and competence are more of a basis instead of a
component." And, "Competence should be included but as a separate component."

Sixty percent of the respondents felt that integrity and ethical values should not be a
component because they permeate the entire area of internal control. This view was
held most strongly by academics, large and small industry and public accountants.

While sixty-six percent of the respondents support required public reporting by
management, it is significant that the local public accountants strongly (67%)
opposed such reporting.
Respondents were then asked if external auditors should attest to management reports
on internal control. While 60% of the respondents felt that external auditors should
attest to these management reports, the local public accountants were
overwhelmingly (87%) opposed. Those from small industries were almost (80%) as
strongly opposed to attestation by external auditors. Two related comments are
"Litigation risks of management representations will result in extraordinary costs to 1)
satisfy that representation can be made to withstand legal challenge and 2) defend
challenges as readers interpret the representation differently from what writer intends."
Also, "Statements made by the reporting entity regarding the effectiveness of controls
based on criteria presented by COSO have the potential to be challenged as
misrepresentations and could require costly efforts to substantiate."

Finally, the respondents were asked whether they felt the study would help
management control their organizations activities. All groups responded affirmatively
as follows: government 100%; public accountants - 82%; academics - 70%; and
industry - 68%.

Additional comments received from respondents follow:
I think the section on the control environment should include more
discussion on how specific industry risks affect the internal control
systems of companies.
Competence and professional development should be a separate
component.
The public accountant faces great danger if his assessment of internal
control includes an evaluation of "integrity and ethical values." If a
clean report is given with respect to internal control (which includes
integrity) and a fraud is later uncovered, I would think that a law suit is
highly likely.
The guidelines will assist us with controls -- management may or may not
respond. If it's part of an audit opinion , they will not have a choice.
Integrity, ethical values and competence should be set out as separate
components. Managing change should be dropped as a component.

As was brought out in the seminar, the most difficult problem is to get the
attention of upper management.

Typical executive management will not study the concepts of internal
control. It is bypassed wherever and whenever possible. It boils down
to this; internal controls are for the other firm/individual. When problems
develop, executive management wants to know why did it happen.
Excellent study and excellent seminar. Those who were critical are not
aware of the dangerous evil of the Treadway Commission.

Problem is cost of implementation versus what is acceptable world-wide.
Not same culture, standards, etc. Add check list (weighted, points) for
self-appraisal. Number of points for OK, not OK, etc.
It is our sincere hope that the information received from the May seminar and the
following questionnaire will be of assistance in evaluating the Exposure Draft.

7
B. Sweeney
Ro
Thompson Hill Chair of Excellence
in Accountancy
kd

Bristol-Myers Squibb Company
545 Park Avenue New York. NY 10154-0057 212 546-4215 Fax:212 546-4472

Frederick S. Schiff

July 16, 1991

Vice President

Controller

The Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas, 6th Floor
New York, N.Y. 10036-8775

Dear Gentlemen and Ladies:

We appreciate the opportunity to respond to the exposure
draft issued on "Internal Control - Integrated Framework."
We commend the Committee of Sponsoring Organizations of the
Treadway Commission (COSO) for issuing this outstanding
draft document that achieves the objectives of the Treadway
Commission. We concur that the nine internal control
criteria described in the draft provide a reasonable
framework for organizations to use to evaluate the
effectiveness of controls over financial reporting.

We also agree with the recommendation to report publicly on
the effectiveness of internal controls. We believe,
however, that the chief executive officer should not be a
signatory to this highly technical report. Credibility
would be greatly enhanced if the report was signed only by
the chief financial and chief accounting officers. The
signing by the chief financial and chief accounting
officers emphasizes the responsibility these individuals
hold explicitly and implicitly as it relates to internal
controls and the related financial statements. It is also
consistent with the signatory requirements by registrants
when filing quarterly reports with the Securities and
Exchange Commission.
We look forward to receiving the final document.

Sincerely,

Committee of

Sponsoring Organizations of the Treadway Commission
1211 Avenue of the Americas, 6th Floor, New York, NY 10036-8775 Telephone (212) 575-6656

July 29, 1991

To:

Richard M. Steinberg, Coopers & Lybrand
Howard Siers, Consultant
Project Advisory Council to COSO
P. Norman Roy, Financial Executives Institute
William G. Bishop, Institute of Internal Auditors
Louis Bisgay, National Association of Accountants

Gentlemen:
Attached is batch twenty-two of comment letters containing three
letters on the exposure draft, "Internal Control — Integrated
Approach.
Sincerely,

Thomas P. Kelley, CPA
Group Vice President
Professional

TPK:jmy
Enclosure

Robert L. May. Chairman
Representing the
American Institute of
Certified Public Accountants

Alvin A. Arens
Representing the
American Accounting Association

William G. Bishop
Representing The
Institute of Internal Auditors

Thomas M. O'Toole
Representing the
National Association of Accountants

P. Norman Roy
Representing the
Financial Executives Institute

Letters Included in Twenty-first Batch

No.

Name

198

John Kiss, Chairperson, Auditing Services Committee
Illinois Society of CPAs

199

Ron Weber, GWA Professor of Commerce
University of Queensland, Australia

200

James J. Carey, Senior Vice President/General Auditor
Terence Jon Trsar, Director, Audit Services
Bank Administration Institute

201

Robert B. Sweeney, Director, Audit Services
Memphis State University

202

Frederick S. Schiff, Vice President/Controller
Bristol-Myers Squibb Company

Letters Included in Twenty-second Batch

No.

Name

203

Robert J. Lambrix, Chief Financial Officer
Baxter Healthcare Corporation

204

Rodney W. Harlander, Audit Manager
3M General Offices

205

Roger W. Roberts, Senior Vice President
3M Finance

Baxter Healthcare Corporation
One Baxter Parkway
Deerfield, Illinois 60015-4633

708.948.2000
Telex: 206770
Fax: 708.948.3948

Baxter
June 14, 1991

Committee of Sponsoring Organizations of the Treadway Commission
1211 Avenue of the Americas
6th Floor
New York, New York 10036-8775
Internal Control - Integrated Framework
Gentlemen:
Baxter International, Inc. (Baxter) is pleased to respond to your
request for comments on the Exposure Draft of "Internal Control Integrated Framework". Baxter is the world's leading manufacturer
and distributor of hospital supplies, the leader in provision of
advanced healthcare at home, and is a leader in the development,
manufacture, and sale of a variety of other specialized medical
products. Baxter has over 64,000 employees, manufactures products
in twenty five countries and sells its products worldwide. In
1990, Baxter sales exceeded $8.0 billion. The issues related to
the "Internal Control - Integrated Framework" are of importance to
Baxter.

Overall, Baxter finds the draft to be insightful, thought
stimulating, and well written. We believe that it will be the
best single reference source about internal control available.
Our responses to the specific questions asked in your cover letter
are as follows:
Definition (Chapters 1 and 5)

Baxter disagrees with the definition of Internal Control suggested
in the FERF Exposure Draft in that:
.

The definition is too lengthy. There is no need to
list the various parties who want reasonable assurance
nor should the components be included in the
definition. Those items can be discussed in the
Chapter on the Definition.

We suggest that the definition be simplified to read:
.

"Internal Control is the process by which stakeholders
obtain reasonable assurance as to achievement of an
entity's specific objectives."

Baxter
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The reasons for the suggested changes are as follows:
.

Stakeholders versus directors, management and/or other
personnel - why attempt to pick one constituency over
another. What about customers, suppliers, employees,
auditors, shareholders, governmental bodies, etc. All
have an interest to one degree or another. Simplify by
making it all encompassing.

.

Exclude the components identified in the definition.
Keep it as simple as possible. The key words are
process, stakeholders, reasonable assurance and
objectives.

Components (Chapters 1 and 5 through 14).

Baxter believes the nine components of internal control as
identified in the Exposure Draft are appropriate. We would
neither add nor delete from those discussed.
Evaluation (Chapters 4, 6 through 14 and Appendix C).

The Baxter approach to evaluating internal control incorporates
many of the considerations and approaches raised in the Exposure
Draft. Nonetheless, the evaluation tools presented will be a
useful supplement to our existing approaches.
Management Reporting to External Parties (Chapter 15).

We believe that the guidance material is helpful for companies
publishing management reports on internal control. However, we
disagree with several of the recommendations in terms of content.
We believe that reporting on internal control should be limited to
controls that exist to provide reasonable assurance as to
achievement of financial reporting compliance objectives.

Broadening reporting on internal controls to include operational
concerns will dilute its value and make any meaningful assessment
impossible. This is of particular concern in the area of
"management control". An example of this is an enterprise which
fails to meet its operational objectives. This may or may not
indicate that it's internal control systems (as defined) have
failed. There are many well known instances where in spite of
having an internal control process as good as any, the enterprise

Baxter
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failed simply because of a flawed strategy or a change in the
competitive environment. In these cases, the important control
reporting issue is managements' opinion as it relates to what is
happening to the company's financial reporting when it begins to
fail.
The whole idea of operational objectives and what influences
failure or success is to broad to deal with in terms of providing
reasonable assurance. Nonetheless there are many good management
practices which relate to both financial reporting, legal
compliance and operations objectives. Some examples are: 1)
Recruiting, training and developing competent personnel, 2)
Organizing to accomplish required work, 3) Compensating in ways to
motivate people to achieve objectives, etc. These activities/
objectives should be incorporated into the concepts of reporting
only to the extent that they impact the entities ability to reach
its financial reporting objectives.

A simple illustration of the orientation we believe is appropriate
relates to the management practice of creating an annual operating
plan/budget. That is a common good management practice related to
achieving operational objectives. It also happens to support
managements' objective of a strong system of internal control.
However, this is ancillary to its' primary operational purpose.
Should the annual operating plan therefore be evaluated for
reporting on internal control in terms of the role it plays in
assisting management to achieve its operating objectives or its
reporting compliance objectives? We would argue the latter.
Therefore, we believe that discussions in the FERF document should
focus primarily on financial reporting objectives.
Additionally, we believe that reporting an assessment of controls
against a fixed standard at a point in time is inappropriate.
First of all, the exposure draft is to general in nature to be a
meaningful benchmark. Second, environmental specifics may be of
greater importance in assessing the adequacy of internal control
than meeting the generalities of the Exposure Draft. A statement
of compliance with the guidance of the exposure draft could be
misleading for both reasons cited above. Additionally, we believe
that a conclusion based on a given point in time detracts the more
important objective of having an overall on-going system of
internal control that is adequate and cost effective in a rapidly
changing environment. Consequently we strongly believe that
management reporting should continue to be limited to its
responsibility for maintaining a control system that provides
reasonable assurance as to achieving financial reporting
objectives.

Baxter
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June 14, 1991
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We appreciate this opportunity to comment on the exposure draft.
If you would like to discuss or obtain further information about
our comments or any other aspect of the exposure draft, please
call John Quille at (708) 948-2544.
We also express our appreciation to those involved in producing
the "Internal Control - Integrated Framework" study. We believe
it to be a significant accomplishment.

Sincerely,

Robert J. Lambrix
Chief Financial Officer
RJL:law

3M General Offices
3M Center
St. Paul, MN 55144-1000
612/733 1110

July 19,1991

3M

Committee of
Sponsoring Organizations of the Treadway Commission
6th Floor
1211 Avenue of the Americas
New York, New York 10036-8775

Committee Chairperson:
In May of this year, 3M provided comments concerning the exposure draft
"Internal Control - Integrated Framework" to the CCR subcommittee of the FEI.
It has come to my attention that a copy of that letter was not forwarded to your
group. Though we are past the deadline, I have enclosed a copy of our response
to the FEI and hope you will be able to consider our comments.

I apologize for our late response.

Sincerely,

Rodney W. Harlander
Audit Manager
RWH:jlm
Attachment

Roger W. Roberts
Senior Vice President

May 2, 1991

Robert L. Brand
Subcommittee Chairman, CCR
McDonnell Douglas Corporation
P.O. Box 516, MC 10002061
St. Louis, MO 63166
Dear Mr. Brand:

On behalf of 3M, I would like to provide comments
concerning the exposure draft "Internal Control Integrated Framework” prepared by the Committee of
Sponsoring Organizations of the Treadway Commission.
In my opinion, the exposure draft has some positive
aspects, but it also has several weaknesses or areas
needing change. These specific items, along with my
recommendations, and a suggested action plan are
discussed in the following paragraphs.
Positive Aspects

The formal definition developed for internal control,
with the nine components, is very thorough and
complete. There is synergy and linkage among the
components. The only minor comment I have with the
definition is whether the information systems
component is a separate component or an item that
affects several of the other components.

For each component the draft provides a thorough list
of criteria required for effective internal control.
It provides a long list of questions to be asked to
determine if effective controls exist.
The fact that internal control should be built into
the infrastructure of an enterprise and not viewed as
something that must be superimposed on an organiza
tion's normal operating structure is important. The
"built-in” versus ”built-on” theory is critical to
business success today.
The importance to manage change is highlighted. As
the draft states, systems must be in place to identify
changing conditions and to allow controls to be
modified as necessary.
3M Finance
Building 220, 3M Center
St Paul. Minnesota 55144-1000
612/733 1893

Robert L. Brand
Subcommittee Chairman, CCR
May 2, 1991
Page 2

Areas Requiring Change
The writing style of the report is too academic, and
the report itself is too long. It needs to be written
in a much more concise manner if it is to be used by
operating people within organizations, particularly
CEOs. In addition, a very brief summary (even more
brief than the one now in the report) is needed if
this is to be used as a practical tool.

The recommendations provided throughout the report
need to reflect a more practical tone with some
suggested options that facilitate compliance by both
large and small companies. The general language used
to cover the subject, though not intended, comes off
as very academic and theoretical such that any company
could find the principles difficult to apply. Further
more, legislators could see the same thing and
introduce "practical legislation" as the best
substitute.
The report should take a position on the merits of
public reporting on internal control (see draft page
9) . The fact that the draft provides only guidance on
what should be included in the control report of the
annual financial statements skirts the issue. Lack of
a strong position on public reporting is, in my
opinion, a reason legislation could replace this
document.
The discussions relating to the relationship of
internal controls and the achievement of objectives
are not clear (see draft pages 5, 13, 86, and 87).
This would also include the discussion on the
expectations of internal control. These need to be
stated more succinctly.
The recommendation that the CEO perform the selfassessment is not practical (see draft pages 13 and
14). In addition, the entire evaluation process
suggested is too theoretical in concept; it gives
little attention to the fact companies vary in size,
complexity, diversity, and maturity of its control
philosophy. I recommend more responsibility be placed
on the Finance Vice President, or CFO, with CEO
oversight.

Robert L. Brand
Subcommittee Chairman, CCR
May 2, 1991
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The report states monitoring of internal control
systems can be done in two ways: through "ongoing”
monitoring activities, or separate evaluations (see
draft pages 135-137). I think ”ongoing” monitoring
needs more emphasis, specifically how this relates to
"built-in” controls. This is the more practical
approach to monitoring controls.
Human resource policies and practices are discussed as
one of the control environment factors (see draft page
72). I would agree this is an important factor. The
draft, however, describes the optimum set of policies
that should exist. Here, again, some evaluation of
what is practical and still meets the intended needs
is necessary.
The report needs to clearly highlight that the best
developed and implemented internal control system will
not absolutely prevent fraudulent financial reporting.
This must be clearly communicated to legislative and
regulatory personnel, and this report can serve as a
vehicle to accomplish this.
Suggested Action Plan
In addition to making the suggested changes discussed
above, I think there is a need for a practical
applications guide to help companies implement their
internal control evaluation and review process. This
guide should include a definition of materiality for
purposes of evaluating an internal control system.
If you have any questions concerning the above
comments, please contact me (612) 733-1893.

Sincerely,

Roger W. Roberts
Senior Vide President

Finance

Committee of

Sponsoring Organizations of the Treadway Commission
1211 Avenue of the Americas, 6th Floor, New York, NY 10036-8775 Telephone (212) 575-6656

September 5, 1991

To:

Richard M. Steinberg, Coopers & Lybrand
Howard Siers, Consultant
Project Advisory Council to COSO
P. Norman Roy, Financial Executives Institute
William G. Bishop, Institute of Internal Auditors
Louis Bisgay, National Association of Accountants

Gentlemen:
Attached is batch twenty-three of comment letters (there are five
letters) on the exposure draft, "Internal Control — Integrated
Approach.
This is the final batch of comment letters.
For your
information we have acknowledged each of the respondents to the
draft.

Sincerely,

Thomas P. Kelley, CPA
Group Vice President
Professional
TPK:jmy
Enclosure

Robert L. May. Chairman
Representing the
American Institute of
Certified Public Accountants

Alvin A Arens
Representing the
American Accounting Association

William G. Bishop
Representing The
Institute of Internal Auditors

Thomas M. O'Toole
Representing the
National Association of Accountants

P. Norman Roy
Representing the
Financial Executives Institute

Letters Included in Twenty-third Batch

No.

Name

206

Leonard J. Brocki, Internal Audit Manager
Reynolds & Reynolds

207

Fred K. Schomer, Executive Vice President/CFO
Gerber Products Company

208

R. James Gormley
Chicago, Illinois

209

John H. Dykes
Engraph, Inc.

210

Peter D. Jackson
KPMG Peat Marwick Thorne

Reynolds+Reynolds

PO Box 2608
Dayton, Ohio 45401
(513) 443-2000

July 19, 1991

Attention: Robert L. May, Chairman
Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas, 6th Floor
New York, NY 10036-8775

RE: Internal Control: Integrated Framework Exposure Draft

Dear Mr. May:

Although this response is a little late, I wanted to express my support for
the response given you by the Institute of Internal Auditors (IIA) dated
6/14/91. I especially agree with the IIA's assessment that that the exposure
period was too short and an extension should be considered.

Also, the report is entirely too long. It is very difficult reading and is
hard to follow. As the IIA suggested, the report should be streamlined and
reorganized. The Financial Executives Research Foundation (FERF) produced an
excellent summary that I recommend you review.

I appreciate the opportunity to respond to such an important issue. Again, I
apologize for the tardiness of the response. If you have any questions regard
ing this letter, please call me at 513-449-4065.

Regards,

Leonard J. Brocki
Internal Audit Manager

Gerber
FRED K. SCHOMER • Executive Vice President — Chief Financial Officer
GERBER PRODUCTS COMPANY

•

445 STATE STREET •

FREMONT.

MICHIGAN 49413-0001

PHONE:

(616)

928-2223

July 30, 1991

COSO Committee
1211 Avenue of the Americas
New York, New York 10033

Dear Sirs:

We appreciate the opportunity to comment on the Exposure Draft
(ED), "Internal Control-Integrated Framework." We recognize that
the final document could be used not only for guidance in
developing better internal control systems, but also as the
criteria against which all systems of internal control are
judged. It also could have an impact on the possible future
requirements for reporting by both management and external
auditors on internal control systems. Because of the potential
reliance on "Internal Control-Integrated Framework" as a standard
for evaluating and reporting on systems of internal control, we
have serious concerns regarding the appropriateness of the
expanded definition of internal control and the broad scope of
the draft.
The National Commission on Fraudulent Financial Reporting
recommended the development of integrated guidance on internal
control to help companies evaluate the effectiveness of their
systems and improve them. The ED appears to accomplish this
objective. However, the broad scope of the ED and its definition
of internal control make it difficult to determine what controls
actually relate to financial reporting. Inclusion of compliance
and operating controls as part of the definition of internal
control and as part of the ED implies that they should be covered
by a report on the system of controls. The focus of the ED and
definition of internal control should be limited to identifying
those controls necessary for providing reasonable assurance that
financial statements are free of material misstatement.
If the SEC or Congress requires an independent opinion on
management’s reports on internal control to the public, the
external auditors will need a standard to audit against. If
nothing else is available, they might rely on "Internal ControlIntegrated Framework." Given the broad scope of the ED which
goes beyond financial reporting controls, the subjective nature
of many of the controls, and the concern of cost versus benefit
of internal procedures, compliance with the ED as an internal

“Babies are our business..."

SHEET

NUMBER

2

control standard could be very difficult and expensive while
providing minimal real benefit.
Gerber management fully recognizes and accepts the responsibility
for maintaining a system of internal controls that assures
stockholders and prospective investors that reported results are
not materially in error, and that company assets are not unduly
subject to loss or abuse. The ED does not assist management in
meeting that responsibility because it is not focused
specifically on controls over financial reporting.
In conclusion, the ED needs considerable refining in order to be
useful to management.

Sincerely

Fred K. Schomer
FKS:kj

Gerber

R. JAMES GORMLEY.
SUITE 3200
70 WEST MADISON STREET
CHICAGO. ILLINOIS 60602

July 30, 1991

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas, 6th Floor
New York, New York 10036-8775

Dears sirs and mesdames:
Internal Control - Integrated Framework
exposure draft, March 12, 1991

As a practicing lawyer and a (non-practicing) certified pub

lic accountant, I should like to submit some thoughts on the
above exposure draft circulated by your committee (sometimes

identified as COSO).

The draft is an excellent start in the

formidable task of identifying the role of internal controls in

corporate governance.

Most of the following comments concern a

single theme, i.e., that the public representation that the draft
suggests be made by management (despite an avowed neutrality con

cerning management reports), and most of all the words of the
"illustrative report" that are suggested be put in the mouths of

managements, would impose a degree of legal responsibility upon
reporting managements that is excessive in relation to manage
ment's power to assure the adequate functioning of the internal

controls, even in the best-managed enterprises with the best con
trols.

Although the remarks concentrate on chapter 15, the sub

jects, including the use of inappropriate terms, recur elsewhere
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in the exposure draft (including, of course, the all-important

summary).
The comments are influenced by an interplay among the expo
sure draft and two other proposals, (a) SEC release 33-6789

(1988) proposing a rule that would require reports by managements
of SEC-reporting companies, and (b) consideration by the AICPA

auditing standards board (ASB) of a proposed statement of stan

dards in attestation engagements (referred to below as the SSAE)

that would apply to an independent accountant’s report on a man

agement’s report concerning the effectiveness [sic] of internal
controls over financial reporting (which would require a repre
sentation of effectiveness by the management).

A separate companion piece to the exposure draft, Comments Integrated Framework of Internal Controls:

Its Significance to

Executives, by the Financial Executives Research Foundation
(FERF) (1991), lists a number of "Issues for consideration", at

pages 12-13.

Since a considerable part of the following comments

concerns two of those issues, the comments are organized as re

sponses to the FERF inquiries on those issues.

Page numbers,

without more, refer to pages in the exposure draft.

A few refer

ences to the "September draft" and the "December draft", with or
without page numbers, refer to earlier working drafts dated

September 12 and December 11, 1990.
FERF inquiry concerning definition of internal control
FERF has inquired as follows:

Should the definition of internal control be broad
enough to cover the management control process, as currently
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reflected in the report, or should the definition be nar
rowed to limit the concept of internal control to controls
over the accounting for financial reporting?
Summary of response:

"Neither of the above” as to manage

ments and independent accountants, because of the sweeping scope
of the former and the indefiniteness in the exposure draft of the

outer limits of the latter.

From the standpoint of responsibil

ity of managements and of independent accountants, the defini

tion, for the purpose of management reports on internal controls

and accountants’ reports on such management reports, should be
confined more narrowly, as it is at present, to internal ac

counting controls.

Interestingly, the above inquiry contains an

acceptable phrase, "controls over the accounting for financial

reporting”, but that phrase is different from the one employed

and developed in the exposure draft.
All-embracing nature of the internal control concept.

As is

indicated by the title, the exposure draft views "internal con
trol" as comprising a single integrated framework, as follows:
Internal control is defined broadly to encompass all
aspects of controlling a business. . . . The broad defini
tion speaks to a process, effected by an entity’s people, to
accomplish stated entity objectives. Internal control con
sists of . . . interrelated components . . . integrated with
the business and management processes and . . . inherent in
the way management runs the business or enterprise. (P. 47;
also see p. 3))

"[I]nternal control pervades all activities of an organization."

(COSO letter, March 12, 1991, transmitting exposure draft, p. 2)
"Internal control is geared to the achievement of the entity’s

objectives in all areas, not just financial reporting."

(P. 4)

The objective of the report "is a common internal control frame

work" (p. 13) .
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The exposure draft observes (at p. 9) that "Too often, in
ternal controls are thought of as being synonymous with internal

accounting controls."

The integrated framework is described by

the draft as comprising three categories:

operations - relating

to effective and efficient use of an entity’s resources; finan
cial reporting - relating to preparation of reliable [sic] finan

cial reports; and compliance - relating to the entity’s compli

ance with applicable laws and regulations (p. 4; similarly, p.
118).

The multiple character of internal controls was recognized

in the earliest authoritative accounting literature on the sub
ject:

[A] "system" of internal control extends beyond those
matters which relate directly to the functions of the ac
counting and financial departments. AICPA, Internal Control
(Special Report) (Oct. 1949), p. 6.
Originally the non-accounting portions of the internal controls
were referred to as "administrative controls".

Concerning them,

it was stated that:

If the independent auditor believes, however, that cer
tain administrative controls have an important bearing on
the reliability of the financial records, he should consider
the need for evaluating such controls. AICPA, Statement of
Auditing Procedures (SAP) 33, "Auditing Standards and Proce
dures" (Dec. 1963), p. 21.
To the extent needed for evaluating the internal accounting con
trols, the auditor was to take account of administrative con

trols, but whatever responsibility he/she assumed continued to be

limited to the accounting controls.

The construction of an inte

grated framework, rather than a body of distinctively identified
categories of controls, was the result of a considered decision,
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which may be a good one for some purposes, but cannot be expected

to serve as an all-purpose solution to every issue.

The exposure draft would substitute for "internal accounting

controls" a broader indefinite conception of "internal control

over the preparation of . . . financial statements" (pp. 156-57)
somewhere within the broad integrated framework of internal con

trols.

Later there is a comment upon the inappropriateness of

that substitution, as applied to responsibilities of managements
and of independent accountants.

FERF inquiry concerning inclusion or omission of chapter 15
FERF has also inquired as follows:

The report dedicates a separate section to management
reporting to external parties. Some believe that this
places too much emphasis on public reporting, and should be
reduced to a minimal presentation as sub-sections of other
chapters. Others believe that the subject of management re
porting to external parties is of sufficient importance to
warrant presentation in a separate chapter. What are your
views on this matter?
A similar inquiry appears in the COSO transmittal letter of the

draft, at page 3.

Summary of response:

At least two-thirds of the text in

chapter 15 has either no, or at most only a vague, relationship

to management reports, and almost all of that two-thirds is du

plicative (in different words) of other materials in the exposure

draft.
The remainder of the chapter text is acknowledged in the ex

posure draft to be outside of the integrated framework.

There

fore, it is not essential to the present project.

Because of the very intensity of that integration, I believe
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that there cannot be an appropriate discussion of management or

independent accountant responsibility for management reports that

attempts to rely, as does chapter 15, upon incorporation of, or
reference to, all or substantial portions of the exposure draft
in general terms rather than detailed specifics.

The alleged materiality of management reports to the invest
ing public is a myth.
Accordingly, it is suggested that there be no chapter 15,
and that the subject of the chapter be left for a time, place and

body to be determined later.
Portions of chapter 15 extraneous to management reports.

The chapter on management reports in the September draft (pp.
160-70) was doubled in length in the December draft (pp. 127-47),

and remains so in the exposure draft (pp. 143-63).

The expansion

appears to reflect a belatedly earnest, but in my view an unsuc

cessful, attempt to "unbundle,” or dis-integrate, individual ele
ments of the integrated framework.

The very integration is a

significant accomplishment, and at this advanced stage of this
project an attempt to unbundle the components appears not to be

desirable nor feasible.
Chapter 15 states that:
The three categories - operations, financial reporting
and compliance - are defined in previous chapters (Chapter 8
on objectives and Chapter 11 on control procedures) and ex
amples of each are presented. Additional guidelines for
distinguishing financial reporting controls from other con
trols are provided in the following paragraphs. ... Also
discussed [meaning in chapter 15 or elsewhere?) are controls
that, because they are directed primarily to the operations
or compliance objectives, would not ordinarily have to be
considered in determining whether the entity's internal con
trol system provided reasonable assurance that its financial
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reporting objectives are being achieved.
added]

(P. 144) [Emphasis

The opening sentence (only) appears also in the corresponding
chapters (both 14) of the September draft (p. 162) and December

draft (p. 129).

The final sentence seems unclear.

It is be

lieved that the "additional guidelines" referred to in the second

(underscored) sentence, and in chapters 8 and 11, do not have the
hoped-for effect of distinguishing among controls, when measured
by the exacting test of assigning responsibility.
The following portions of chapter 15 are redundant of por

tions of the integrated framework, and amount almost to yet an
other summary of the exposure draft:

"Integrity, ethical values and competence" (pp. 144-45)

- chapter 6.
"Control environment" (pp. 145-47) - chapter 7.
"Objectives, risk assessment, information systems and

control procedures (pp. 147-48) - chapters 8, 9, 10 and 11.
"Communication" (pp. 148-49) - chapter 12.
"Managing change" (p. 149) - chapter 13.

"Monitoring" (pp. 149-50) - chapter 14.

"Effectiveness" (pp. 157-63) - chapter 4.
As to mislocation of materials, the exposure draft contains a

mysterious new final paragraph on p. 160 that openly conflicts
with the "cost-benefit" discussion on pp. 15-16, and if retained
would essentially emasculate the cost-benefit principle (whatever

the immeasurable can be said to measure).
Distinctness of management reports from integrated frame
work.

The exposure draft acknowledges (on p. 9) "that public
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management reporting on internal control is not a component of,
or criterion for, effective internal control”.

Accordingly,

deletion of chapter 15 would in no way impair the integrated
framework.
The myth of materiality to investors.

As is indicated fre

quently in the exposure draft, "Internal control is a process.

It's a means to an end, not an end in itself".

(P. 4)

As such,

the essence of internal control is doing it, not talking about

it.
The exposure draft does state that a management report
on controls over published financial statements . . . coin
cides with the needs of securityholders and other [sic] ex
ternal parties who may [sic] look to internal control re
ports for assurances regarding the process by which manage
ment develops the published financial statements.
(P. 9;
similarly p. 144)

It also says that
securityholders or others . . . will probably be looking at
the controls report more from the standpoint of conclusions
to be drawn regarding the state of control in the current
year (19X2) than in the past year (19X1). The current state
of internal control affects the preparation of interim fi
nancial reports and other current year activities, and that
is likely to be of foremost concern to report readers with
respect to control effectiveness. (P. 152)

Other statements refer in the abstract (not with reference to
management reports) to differing perspectives of "[legislators,
regulators, investors and creditors ... on internal control"

(p. 50), and to the "great interest to managements . . . direc

tors . . ., and legislators, regulators and many other parties"
in internal controls.

(Transmittal letter, p. 1)

The premise is that management reports are really important
to investors (institutional and individual) and their investment
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management surrogates, and to "other parties".

Some of us be

lieve that the premise is nothing but an unsupported, and proba

bly unsupportable, bit of folklore sustained by constant repeti

tion by organizations and agencies with their own agendas, to the

point at which it tends to become authenticated within the capa
cious body of received wisdom.

empirical evidence on the point.

The project managers did not have
If anyone does, it would be

helpful for him/her/it to share it with all of us.

What matters

to the investing public is not a "process" (pp. 3, 4, 47, 51),

but rather an output, i.e., financial statements accompanied by
an audit opinion.

Legislators, regulators and plaintiffs’

lawyers are not within the class of persons for whose benefit a

disclosure is intended, i.e., the investing public.
As to the SEC, which is an unseen and unheard presence at
your deliberations on the integrated framework, its statutory

mandate is confined largely to disclosure for the investing pub
lic, and to certain behavior that constitutes "securities fraud"

(even if adequately disclosed).

The few exceptions, such as the

SEC's statutory authority to regulate securities firms and in
vestment companies, which justify requirements of disclosure to

and for the use of the SEC itself in its regulatory activities,

simply illustrate the general limitations.
But, despite statutory limitations, the SEC has developed to

a fine art the technique of public disclosure as a "liability

document", an effective instrument in the pursuit of objectives
other than those of disclosure, largely if not wholly with the
effect (and, some believe, the intent) of

^0^
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(a)

influencing the behavior of managements,

(b)

providing disclosures for regulators rather than

for the investing public for which the disclosure statutes
were enacted, and

(c)

transforming a behavioral issue into a legal lia

bility issue of "misrepresentation" under the federal secu

rities laws, because the SEC has learned that it is often
easier for both the SEC and private plaintiffs to win a case

based upon what someone said rather than what he/she did.
The proposed SEC rule, release 33-6789 (1988), that would require
management reporting is a current manifestation of that tendency

toward regulation by disclosure.

Fallacies.

According to the exposure draft, "This report

does not express a position on the issue" of mandatory reports by
management on internal control (pp. 9, 143).

However, the per

suasiveness of that avowed neutrality tends to be undermined by

an over-scale assertiveness that any such report as is issued

"contains" (pp. 11, 157), "should focus specifically on" (p. 9),
"should directly address" (p. 143), "shouldn’t hedge . . . but

should state" (p. 153), "should be consistent" (pp. 156, twice),
"should be" (p. 157), and "should not be" (p. 157), e.g., as to

effectiveness:
Where a management report is issued, it should directly
address the effectiveness of the internal control system
. . . (P. 143)

And:
If management reports publicly on its company's control sys
tem, it shouldn't hedge by speaking only to what the system
is designed to do, but should state whether or not the sys-
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tern is effective.

(P. 153; also see p. 10)

Since "hedge", "v.", (Webster's Encyclopedic Unabridged Dictio
nary of the English Language (1989)), is intended in the above

quotation to mean evade (ibid.), its use is not erroneous in the

strict dictionary sense, though its slang origin is telling.

In

this instance it is an unsuitable pejorative, with the effect
(perhaps unintended) of obscuring or concealing the arguable lack

of merit in the proposition that any affirmation concerning de

sign should be accompanied by a representation of its effective
ness.

The effectiveness of internal controls and the existence

of any material weaknesses are characteristic of those matters

that will be determined with benefit of hindsight, and a weakness

so determined will often prove to be different from those that
were identified.

The finest system of internal controls is vulnerable to such

unanticipated vicissitudes of human nature as override by a sin

gle executive with sufficient authority, to collusion among the

right combination of personnel for subverting the protective pro
cedures, to human error of mistakes and lapses of judgment (pp.
19-20, 96), and to change (ch. 13 and elsewhere).

The proposed requirement of disclosure of "effectiveness",

"material weaknesses" and "deficiencies" would produce a "liabil
ity document" par excellence, and in difficult situations, poten
tial self-incrimination.

Is that an objective of your project?

It is suggested that any observation in a management report con
cerning effectiveness be limited to aspiration - intent or (at

most, as some say) system design.
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It has been said that at one stage the inclusion of the sub
ject of chapter 15 was uncertain.

As one of the sponsoring orga

nizations of COSO, the AICPA was also aware of that, and of the
fact that a standard audit opinion by its auditor members was no

precedent for an illustrative management report by its members'
clients.

ASB [Meeting] Highlights, Aug. 14-16, 1990, contained

the following summary:

The C & L report includes only limited guidance on manage
ment reporting on an entity’s internal control structure.
The Board recommends that the guidance be improved by in
cluding a sample management report on the effectiveness of
the entity’s internal control structure and the required
[sic] elements of such a management report.
An ASB agenda memorandum dated September 18, 1990 stated that:
Because of concerns that the Financial Executives Research
Foundation report on criteria for effective internal control
structures will not contain a sample management report, the
task force has drafted a proposed appendix to the SSAE that
describes the types of matters that might be discussed in a
management report a practitioner could examine and report
on. The proposed appendix also is included for your review.

The appendix consisted of the unsatisfactory example that appears
in appendix J to the Treadway Commission report, with only in

significant modification.

Thereafter, the contents of the

September draft, including its chapter (then 14) on public re
porting and including an illustrative report, became known, and

the appendix disappeared from ASB's subsequent drafts of the pro
posed SSAE.
Your proposed illustrative report would encourage expecta

tions of a "standard” form of management reports.

(Standardiza

tion of accountants’ reports on management reports may be taken
for granted.)

Such a standardization of both reports would ad

July 30, 1991
Page 13
mittedly be an aid in simplification of the task of accountants

in advising, and in themselves reporting, on their clients' man

agement reports.

But that would result in sterile boilerplate

comparable to the standard audit opinions, which would not real
ize their proponent’s (mistaken) vision of informative disclo
That alone is sufficient reason for your not publishing an

sure.

illustration.

A management report (if a management should decide

on one) should be an individual message.

Additionally, in the

case of some companies and on some occasions, the contents of

such a report may be very sensitive.

The proposed illustrative

report or other standardized form could intensify the problem.

However, if you should determine that there is to be a chap
ter 15 and a form of "illustrative report", the suggestions to

management concerning the content should be more even-handed,

e.g., that management consider the inclusion of an "inherent lim
itations" qualification as to potential override, collusion, mis

take and change.

It is interesting that a recent draft of the

ASB's proposed SSAE on the subject contained a somewhat similar

qualification in the illustration of independent accountants’ re
port on a management report, but not in the related illustration
of the management report itself, where it would be equally appro

priate.
Inappropriate terminology in illustrative report and elsewhere
The "illustrative report" (on pp. 156-57) and the exposure

draft as a whole repeatedly employ some terms that depart from

the terminology that is familiar and well understood in matters
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of accounting, auditing and financial statements.

Their use

would tend to expose to unwarranted risk executives having re
sponsibility for internal controls, and (under proposed chapter
15) managements who issued, and independent accountants who re

ported on, management reports in the illustrative form.
"Provide reasonable assurance".

reasonable.

This term sounds altogether

But what seems reasonable to a person who employs

the term may differ from what seems reasonable to an adversary,
or a judge or a jury.

The question is, reasonable to whom?

A variant of the term first became visible to non-accountant

business persons in the present "standard" audit opinion as re
vised in 1987-88, SAS 58 (1958), ¶8 (AU ¶509.7), which now states

a long-existing standard that GAAS requires the auditor "to ob

tain reasonable assurance about whether the financial statements
are free of material misstatement" [emphasis added], i.e., in
support of his/her audit opinion.

Such assurance is obtained by,

or provided to, the auditor, not the readers of the auditor's

opinion.

AICPA, A User's Guide to Understanding Audits and Audi

tors ' Reports (1982), p. 11, states that in an audit opinion, the

auditor
is expressing an informed, expert, professional judgment
that he has reasonable assurance that the financial state
ments do not contain a material misstatement or omission.
[Emphasis added]

Stated in parallel as to the entity's personnel:
Internal control is the process by which an entity's
board of directors, management and/or other personnel obtain
reasonable assurance as to achievement of specified objec
tives. (P. 3; similarly, p. 51) [Emphasis added]

The present form in which the term appears in the auditing
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literature was adopted in SAP 54, "The Auditor’s Study and Evalu

ation of Internal Control" (Nov. 1972), ¶32 ("comprehends reason
able, but not absolute, assurance"), ¶35 ("Reasonable assurance

. . . depends . . ."), ¶37 ("obtaining reasonable assurance") and

¶39 ("obtaining assurance"), codified in the present composite
AICPA statements of auditing standards (SAS) in SAS 1 (1973), AU

¶320.32, -.35, -.37 and -.39, respectively.

The earliest author

itative usage that I could locate was in SAP 33, "Auditing Stan

dards and Procedures" (Dec. 1963), 118 ("provide assurance",

i.e., to the independent auditor) and 119 ("reasonable degree of
assurance"), followed in SAP 49, "Reports on Internal Control"

(1971), 7 ("reasonable degree of assurance"), and thereafter in
SAP 54 and SAS 1 as mentioned above.

The term has since appeared

in SAS 55, "Consideration of the Internal Control Structure in a

Financial Statement Audit" (April 1988) (AU §319.6), in the form
of "provide" to management, as follows:

An entity’s internal control structure consists of the
policies and procedures established to provide reasonable
assurance that specific entity objectives will be achieved.
[Emphasis added]
(Also see AU §319.14.)

In all of the above cases, reasonable assurance was to be
obtained by, or provided to, auditors or managers of an enter
prise, or both, and them alone.
Recently, however, the usage of the term has been corrupted,

probably unintentionally and unnoticed at the time, in a manner

from which outsiders are, or may be, justified in believing that
reasonable assurance is being provided to them.

For example, an
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AICPA booklet entitled Understanding Audits and the Auditor's Re
port:

A Guide for Financial Statement Users (1989), which super

seded the 1982 booklet mentioned above, states that:
While the audit does not guarantee [sic] financial
statement accuracy [sic], it provides users with reasonable
assurance that an entity’s financial statements present
fairly . . . (P. 3) [Emphasis added only to ’’provides
users”]

That corruption appears repeatedly throughout the booklet, on pp.
2, 3, 9, 10 and 13 (twice).

(Other passages in the booklet con

tain references that either are acceptable or are neutral, at
least considered in isolation.)
Any corrupted usage of the term ’’provide reasonable assur
ance”, i.e. . in a statement to outsiders (e.g., the illustrative

report) is excessively dangerous for managements and auditors,

because in that context "assurance” connotes, or appears to con

note, the making by one person of a representation to another

person with the intention that the second person rely upon it,
which in the event of loss may expose the speaker/writer to alle
gations of negligence, recklessness and deceit, for example, in

class actions alleging plaintiffs’ reliance upon such assurance,
resulting in damages to them, the amount of which they demand

that the co-defendant managers and auditors remit to them.
Webster’s, supra, says of the term:

assurance, n. 1. a positive declaration intended to give
confidence ... 2. pledge; guaranty [sic]; surety . . .
3. full confidence; freedom from doubt; certainty [sic]

• • •

Reliance upon "reasonable" as a qualifier may therefore be illu

sory, because the flexibility of that adjective in the minds of
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adversaries, judges and juries may result in an interpretation

only that the assurance is not absolute.

No amplification of the

term in the exposure draft nor in the AICPA literature was found,

beyond the proposition that the term means less than a guarantee.
In proclaiming the virtue of reasonable assurance, the exposure

draft (at p. 154) sets up a strawman:

It is well established that no internal control system
can guarantee reliable financial reporting. [Emphasis
added]
The essence of concern is expressed in the exposure draft itself

(at p. 13), as follows:

[T]here can be disparate views of what that concept [of rea
sonable assurance] means[!] and how it will be applied.
Corporate executives who issue public reports on financial
reporting controls have expressed concern regarding how reg
ulators [presumably including judges and juries] might con
strue reasonable assurance in hindsight after an alleged
[sic] control failure has occurred. [Emphasis added]
"Provide reasonable assurance" was co-opted, and was trans

formed semantically by an act of the Congress, from a subordinate
aspect of auditing procedure to a requirement imposed upon SEC-

reporting issuers as substantive federal law, in the Foreign Cor
rupt Practices Act of 1977 (Securities Exchange Act,

§13(b)(2)(B)), which requires that:

Every [SEC-reporting] issuer . . . shall . . . (B) devise
and maintain a system of internal accounting controls suffi
cient to provide reasonable assurances

concerning the execution and recording of transactions, and ac
cess to, and accountability for, assets.

The exposure draft (p.

50) discusses the FCPA provision from the purported perspective

of "external parties”, legislators, regulators, investors and
creditors, although the statute is silent on the intended recipi
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ent(s) of the assurance, and the context does not support the
draft position.

Some informed lawyers believe that the "reason

able assurance" legal standard imposed by that provision is very

high, in any case higher than a standard of reasonable care
(avoidance of negligence).

It is suggested that either

(a)

"reasonable assurance" be replaced with expres

sions connoting reasonable care, e.g., fairness (not accu
racy) of the resulting financial statements, or
(b)

each reference indicate that reasonable assurance

is "provided" (only) to the personnel or the independent au

ditors of an entity, and in any case eliminating the term

from any illustrative illustration.
"Internal control over the preparation of its published fi
nancial statements".

The observations offered above in response

to the other quoted FERF inquiry are applicable here, together
with the succeeding paragraphs.

A reference to "financial state

ments" in substitution for "internal accounting controls" might

aid the proponents of the myth of materiality of management re
ports to the investing public (discussed earlier), although se
mantics should not be the determinant of such an issue.
The exposure draft states that

public reports have been almost exclusively confined to con
trols over the entity’s published financial statements.
* * * Focusing reports on controls over financial reporting
puts an appropriate fence around internal control reporting.
* * * For . . . reasons [of cost and of the less advanced
state of the other internal controls], it is the controls
over the public financial reporting process that are, and
should continue to be, addressed in public internal control
reports. (P. 144)
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However, the exposure draft acknowledges the difficulties that

exist in distinguishing among the categories of control:
Because there is overlap between the operations, finan
cial reporting and compliance objectives, it sometimes can
be difficult to determine which controls are within the
scope of a report dealing with controls over financial re
porting. (P. 144)

The obscurity of the boundary between financial reporting con
trols and other controls is compounded by the following:

Controls may, by design or otherwise, address multiple
objectives. Accordingly, controls directed primarily at op
erations or compliance objectives may also help to ensure
reliable financial reporting, thereby filling an apparent
void in traditional financial reporting control. (P. 5)
The draft attempts, both in chapter 15 on management reporting
and in other chapters, to ”set boundaries” and to provide "guide

lines”, but, it is believed, unsuccessfully, as discussed ear
lier.

For example:
The integrity-ethical-values-and-competence component
of internal control is fundamental and influences all other
components. One can argue that indications of lack of in
tegrity, ethical values or competence in any endeavors of
top management - be it executive, operating or financial
management - cast a pall over the reliability of the finan
cial reporting process. In that sense, it is difficult, if
not impossible, to draw a distinction between those aspects
of integrity, ethical values and competence that are related
to financial reporting and those that are not. (P. 144)

If the term should be adopted as proposed, resourceful coun
sel might be successful in using the proposed final report to

damaging effect in allegations of negligent (and worse) misrepre
sentation by management, in attempting to maximize the scope of
management responsibility for the large body of non-accounting
controls in the integrated framework, arguing that those controls

relate (however tenuously) to the preparation of financial state-
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merits.

In the dialectics of a confirmed advocate, what doesn’t?

Independent auditors who report on such management reports might

be similarly exposed.
Concerning audits of financial statements, the exposure

draft observes that:
Although for audit-planning purposes independent audi
tors gain knowledge of an entity’s business and industry including its business objectives, strategies and competi
tive position - they do not need to address the totality of
internal control to audit the enterprise’s financial state
ments. (P. 49)

It states that non-accounting internal control

policies and procedures are relevant to an audit of the en
tity's financial statements when they "pertain to the en
tity's ability to record, process, summarize, and report fi
nancial data consistent with the assertions embodied in the
financial statements." (Ibid.. quoting SAS 55 (1988), par.
6)
In an audit, the adequacy of internal controls, even of account

ing controls, is relevant to an auditor only as a preliminary

procedural step in determining the extent of the auditing proce
dures that should be performed and the amount of audit evidence

that should be obtained in order to support his/her audit opin
ion.

Based upon those procedures and that evidence, the auditor

may issue an audit opinion despite the existence of deplorable

controls or an absence of controls.
But in an independent accountant's report on a management's

internal controls report, the accountant does assume a responsi
bility concerning the adequacy of the client's controls.

In at

testing to management's representation in the illustrative report

of its belief that "the Company maintained an effective system of
internal control over the preparation of its published financial
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statements" (p. 157), the accountant would be assuming responsi

bility, not only for internal accounting controls, but also for a
large but indefinite body of non-accounting controls, the effec

tiveness of which he/she would not be prepared or qualified to

evaluate.
"Reliable [and reliability of] financial statements".

The

exposure draft refers repeatedly to "preparation of reliable fi

nancial reports" or statements (p. 4; similarly p. 156), and to

"controls over the reliability of the entity’s financial state
ments" (pp. 10, 156; similarly pp. 12, 156) [emphasis added).

Moreover, it says that
In connection with a financial statement audit, the au
ditor expresses an opinion on the reliability of the finan
cial statements . . . (P. 28) [Emphasis added]

The auditor does no such thing.

He/she expresses an opinion on

whether the financial statements are presented fairly, in accor
dance with GAAP.

The auditor does not attest that the financial

statements are "accurate" or "correct", because in some manner

and to some degree they never are.

He/she attests that in his/

her professional judgment, the financial statements fall within a
range of error and a variance of individual management judgment

measured and limited by a concept of materiality, and are worthy
of evaluation as such.

According to Webster’s, supra, "reliable" and "reliability"
connote a higher degree of exactitude than an independent auditor

intends to represent:

reliable, adj. that may be relied on; trustworthy; depend
able in achievement, accuracy [sic], honesty, etc. . . . reliability, n.
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c

An independent accountant who reported favorably on a management
report, such as the illustrative report, referring to "reliable”

financial statements, would be assuming responsibility for the
higher standard.

Since the accountant, as an independent expert

for the enterprise, should not be exposed to such a standard, the
management of the enterprise should similarly not be exposed to
that standard.

Very truly yours,

R. James Gdrmley
t/

Engraph

inc.

635 CENTURY PARKWAY

August 9, 1991

Robert L. May
Chairman
Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas, 6th Floor
New York, New York 10036-8775
Dear Mr. May:
I am writing to express my opinion on what I feel is the
single most important aspect of the Internal Control - Integrated
Framework exposure draft, especially as it relates to public
companies.

The Treadway commission concluded that the single most
important factor in internal control is "the tone at the top."
I find it inconceivable that there is any dispute with the
concept of the top executive of a company stating his/her
responsibility for internal control.
To do otherwise is to encourage deniability of responsibility
on the part of top management. Likewise, auditor attestation of
internal control relieves the chief executive of his/her
responsibility for the internal control system.

To argue against a public statement of responsibility is to
set the wrong "tone at the top."
A statement of responsibility for internal control by the
chief executive to his constituency is an absolutely indispensable
part of the internal control system, and its absence would relegate
internal control to a series of ritualistic procedures signifying
nothing.

JHD:ala

70 Agincourt Drive
Agincourt, Ontario
M1S 1M6

August 30,1990

Committee of Sponsoring Organizations
of the Treadway Commission
1211 Avenue of the Americas
6th Floor
New York, New York 10036-8775

Dear Sirs:
Re: Internal Control - Integrated Framework

The exposure draft would be significantly improved if the section on management reporting
to external parties were expanded to encompass reporting on operational and compliance
controls.
There are growing calls for auditor reporting on such controls by regulators of - and
depositor in - financial institutions. Such calls are only likely to increase in the wake of
the BCCI scandal.

In a somewhat different context, management reporting on operational and compliance
controls is of growing importance for fiduciary organizations.

I hope that these brief comments, while delayed, will be useful.
Yours truly,

Peter D. Jackson

